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Two ways your hee can grow 
in the next few years 


SUALLY, our faces show what’s happening 
fT . us. 
For instance, suppose financial matters are 
constantly on your mind. 

Suppose you know that there’s practically 
no cash reserve between you and trouble. 

It would be surprising if your face didn’t 
show it. 

But suppose that, on the contrary, you've 
managed to get yourself on a pretty sound 
financial basis. 


Suppose that you're putting aside part of 


Buy all the Bonds you can... keep alll the Bonds you buy / 


everything you carn... that those dollars you 
save are busy earning extra dollars for you... 
that you have a nest egg and an emergency 
fund. 

Naturally, your face will show that, too. 

There’s a simple and pretty accurate way to 
tell which way your face is going to go in the 
next few years: 

If you are buying, regularly, and holding as 
many U. S. Savings Bonds as you can, you 
needn’t worry. 

Your face will be among the ones that wear 
a smile. 
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SPECIALISTS 272 the alls 


of business... 


The Business Doctor examines the 
enterprise... probes, prescribes. His job 
is to make the patient well... fast. 

Smart companies, like smart people, 
get a regular check up from their doctor 
... others call only in serious sickness. 

Whatever the case, the management 
engineer and his staff study symptoms 
...seek reasons for the sickness. Is it 
failure of the human factor, patchwork 
planning or spotty selling? 











With his diagnosis and directives, 
the management engineer saves many 
corporate lives, speeds reconversion. 


McBee men are not management 
engineers, butour methods and products 
aid the business doctor by making 
business facts available faster. 


THE McBEE COMPANY 


SOLE MANUFACTURERS OF KEYSORT 
295 Madison Avenue, New York 17, N.Y... Offices in principal cities 
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AN OFFER TO ACCOUNTANTS 


Acomplete description of Multi-Matic show- 
ing details of operating procedure, typical 
payroll form setups and other helpful data ts 
now ready. 





You can take the lead in introducing your 
clients to this new plan that eliminates dupli- 
cation of work, sets up maximum protection 
against errors, and provides a complete rec- 
ord that is easier and faster to audit. 





For your smaller cents, you will be interested in ver ete nea | PLE, 

seeing how the unique design of Multi-Matic C 
permits use of the same board for both payroll : ns 
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ere’s the payroll system every business, 
ge or small, needs to assure speed, accu- 
and completeness, at minimum cost. 
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It's Multi-Matic—the method that gets 
records posted right and right on time 


ether payments are made by cash, ma- 
ine-written check or hand-written check. 
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for accuracy. More speed. Lower cost ! 


Multi-Matic has been designed on the 
basis of world-wide experience and studies. 
In principal and in operation, its advan- 
tages have been welcomed by many lead- 
ing organizations. 

Three standard Multi-Matic Payroll 
systems are available to meet every require- 
ment. If desired, the same board can be 
used for general accounting. Call ournearest 
Branch Office, or use the convenient coupon. 
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ing in detail the Multi-Matic Company 
Payroll and Accounting Plans. 
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Get the FACTS from financial statement 
figures. : 





Use these fully revealing, & 
accurate 
techniques 
of 
statement 
analysis 





This practical, useable manual supplies the key to sounder 
financial statement analysis by demonstrating the techniques 
which will enable you to pull all of the vital important 
facts from the figures you have at hand. It points out as 
well the factors behind the statement which must be con- 
sidered, such as the manner in which the company meets 
its trade obligations, and the record of its officials. Here 
is an authoritative and dependable system of statement 
interpretation, describing the technique of sales analysis 
applicable to small business, and of comparative and 
internal analysis of balance sheets, profit and loss 
statements, and surplus accounts, of businesses of all sizes. 


Just published! 


PRACTICAL FINANCIAL 
STATEMENT ANALYSIS 


By Roy A. Fou.ke 
Vice-president, Dun and Bradstreet, Inc. 


619 pages, 6 «9, 70 schedules, 26 forms, $6.50 
McGraw-Hill Accounting Series 


This book takes a long step toward helping you make 
an effective tool of accounting by demonstrating the prac- 
tical, workable techniques by which you may use financial 
statements to your own greatest advantage. It enables 
executives to check up on the efficiency of their own 
practices, investors to ascertain the condition of the busi- 
ness in which they hold stock, credit men to better judge 
the limit of their creditors, bankers to judge the true 
strength of a business or corporation with greater insight. 


Consult this manual for practical aids such as: 
Antecedent information important in large 
corporation 

—Implication of slow trade payments 
—Contrast between small and large businesses 
—Evolution in the use of current ratio 
—Effect of seasonal operations on current 
liabilities 
-Important features of long-term securities 
M: inipulation of profit figures 
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THE NEW YORK CERTIFIED 
PUBLIC ACCOUNTANT 


When the magazines constituting 
the volume are supplied by the sub- 
scriber the binding charge is $2. 
Each bound volume includes twelve 


issues. 


Bound in brown fabric with title, 
dates and volume number stamped 


in gold. 


Missing numbers will be supplied, if 
obtainable, at 25 cents each. 


Binding orders and the magazines 
to be bound should be mailed or 
delivered to 
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ACCOUNTING MACHINES 


“*7HAND-TAILORED’’ To Your Specifications 





The accounting machine you buy at the Addressing 
Machine & Equipment Co. is rebuilt to your specific 
requirements—with appropriate registers and other 
details necessary for the efficient operation of your 
accounting system. 

Our Systems and Methods representatives—each an 


expert in his own field—will be glad to work with you 
in recommending the most efficient system for your 





client. 


ADDRESSING MACHINE & EQUIPMENT CO. 


326 BROADWAY . NEW YORK 7, N.Y. : WO 2-5337 








1946 


9 








ROFITS are made of many things. Sound selling 
Pp policy is one. Efficiency of manufacturing is 
another. Service to Customers is important too. 

One of the most important of the many things 
which profits are made of is the factor which many 
businessmen often overlook. That is the efficiency 
of bookkeeping methods. 

A smoothly functioning accounting department 
and satisfactory profits go hand in hand. That's 
why it pays to have a regular check made of 
methods used in handling money and keeping 
records. In this way, full operational efficiency 
and lowest possible overhead can be assured. 

Whatever the size or nature of a business... from 
a small dry goods store to a large steel plant... 
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there is a National system that can save time and 
money in all business and industrial accounting. 
This includes payroll, accounts receivable, and 
distribution of sales and costs. 


Records easy to audit 

National machines and systems give the greatest 
possible protection against mistakes by producing 
a legible record complete and easy to audit. Such 
machines and systems in the hands of business 
will enable you to handle more clients during the 
peak periods of the year. We, as a company, are 
glad to be in a position to help you with your 
important work. The National Cash Register 
Company, Dayton 9, Ohio. Offices in principal 
cities. 
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The Administration of the Excise Tax 
Bureau of the City of New York 


By GeorGE MArLIn 
This is one of the three addresses presented at the meeting conducted by the Society's 
Committee on Municipal and Local Taxation held in the Engineering Auditorium, 29 West 
39th Strect, New York City, on November 29th, 1945. 


HILE the imposition of taxes by 
government authority may be a 
source of annoyance to taxpayers, I 
am willing to concede without much 
argument that the sales tax has en- 
gendered greater disfavor than most 
others. This is so for the obvious 
reason that this type of tax disregards 
the theory of “ability to pay” and is 
based upon individual transactions 
rather than upon net income, earnings 
or profits. Because every taxable sale 
requires the collection of at least one 
cent, it is often described by its de- 
tractors as a “nuisance” tax. As an 
abstraction, this point of view has 
some validity ; unfortunately, however, 
the application of such nomenclature 
is at times linked with the manner of 
its enforcement which, of course, tends 
to reflect unfavorably upon the per- 
sonnei of the Bureau of Excise Taxes. 
In the face of such criticism, I am able 





GrEoRGE MARrLIN served as Special 
Deputy Comptroller in charge of the 
Bureau of Excise Taxes of the City 
of New York from January, 1942 
until December, 1945, and is now 
engaged in private practice as an 
attorney. He received the degrees 
of B.A. and LL.B. from St. John’s 
University, Brooklyn, New York. 
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to find consolation in the thought that 
the payment of taxes is anathema to 
most persons in the same fashion as 
individuals requiring medical attention 
seek to avoid the doctor. Moreover, 
my conscience is assuaged since my ap- 
proach to the tax problems confronting 
the Bureau of Excise Taxes has always 
been to attain an equitable result. I 
might state parenthetically that I have 
always been opposed in principle to the 
imposition of any tax which is not based 
on ability to pay. It is for this reason 
that I have given the question intensive 
study, but I am unable to subscribe to 
the alternatives which have been here- 
tofore proposed, if indeed such alterna- 
tives were permitted by the State of 
New York. 


In analyzing the operation of the 
sales tax law, I have discovered that 
one of its most burdensome factors is 
the provision requiring the vendor to 
act as trustee of the tax which he has 
charged and collected from the ulti- 
mate consumer. While strict observ- 
ance of this requirement entails clerical 
and bookkeeping expense on the part of 
the vendor, yet this is the only effective 
method available to the City if it is to 
realize its anticipated revenue. Diffi- 
cult problems, however, are encount- 
ered in dealing with the vendor who 
has failed to charge and collect the tax 
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because he is made liable therefor 
nevertheless. Whether this omission 
arises from ignorance or misinterpreta- 
tion of the law, or by a conscious act 
because of “the interest of the busi- 
ness’, the reaction is always the same. 
Invariably the question will be posed, 
“How can you ask me to take money 
out of my own pocket when the tax 
itself was intended for the consumer ?” 

From what I have said thus far, it 
might be supposed that I favor either 
the abolition of the sales tax or the 
modification of the enforcement pow- 
ers. Quite the contrary; my purpose 
is to create the impression that I make 
an effort to understand taxpayer psy- 
chology which serves as the springboard 
for our administrative technique. To 
the unimaginative mind, administration 
of a tax law requires unyielding and 
rigid construction of the statute with- 
out regard to the human equation. It 
is my policy in giving weight to the 
human equation to consider those ele- 
ments or factors on which the law is 
silent, so that the result attained in anv 
given case may be fair and equitable. 

I haven’t yet heard of a tax law that 
has been denominated perfect. But if 
its administration is to be deemed suc- 
cessful, complications caused by the 
over zealous who insist upon more 
power than the law specifically author- 
izes must be avoided. An_ honest 
attempt should be made to discover the 
statutory intent, which in and of itself 
does not require a strict or unusual 
construction of the verbiage employed. 

I would like to outline to vou the 
actual application of our administra- 
tive approach from the very beginning 
of the audit to the time the case is finally 
disposed of in the department. As you 
may know, taxpayers are selected for 
audit in our Audit Control Section via 
a system of elimination. The return 
for a particular period is desk audited 
and if found to be defective in a serious 
sense, it is set aside for full examination 
of the taxpaver’s file. As a result, not 
more than 10% to 20% of the first 
desk audits are held for field audit. 
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3y a seriously defective return, we 
generally mean that there may be one 
of numerous discrepancies or omissions 
appearing on the face of the return. The 
taxpayer usually files a gross receipts 
or business tax return as well as a sales 
tax return. Our first step is to com- 
pare the gross receipts reported on both 
returns. A substantial variance be- 
tween the two would be a serious dis- 
crepancy. Emphasis is placed on the 
deductions taken, so that when the in- 
formation contained in the return is at 
substantial variance with the general 
averages found by the department to 
prevail in various industries, this is also 
considered to warrant further examin- 
ation. It becomes apparent on occasion 
that retail businesses claim deductions 
for resales which ordinarily would not 
be considered normal. Out of town 
sales may be used as the basis for un- 
usual deductions, and so on. 

Of course, examinations are also 
made on the basis of information sub- 
mitted to the department from outside 
sources, or by direct request of the 
taxpayer, as is usually the case in 
assignments or reorganizations. 

From this point on an auditor is 
assigned to audit the taxpayer’s rec- 
ords. This is our first personal contact 
with the taxpayer and very often our 
first administrative problem arises 
here. We make it a practice to call 
the taxpayer by phone in order to ar- 
range for a conference at his conven- 
ience. This procedure is_ routine. 
However, departures are necessary 
where taxpayers are unwilling to sub- 
mit books for audit. Only last week a 
taxpayer who had agreed to a specific 
time for the commencement of an audit 
advised our field auditor that he would 
prefer to defer the examination until 
his accountant returned from an out of 
town business trip. The accountant 
had been called away suddenly so that 
the taxpayer had no means of knowing 
that his representative could not be 
present, at the time he agreed to the 
audit. The department auditor ex- 
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plained to the taxpayer that it was not 
necessary for his representative to be 
present while he conducted a routine 
examination of the records. More- 
over, he pointed out that he was willing 
to hold in abeyance any conclusions 
pending the return of the taxpayer’s 
accountant. Taxpayer was consider- 
ably upset over the prospect of an ex- 
amination of his books in the absence of 
his accountant and appealed to me for a 
postponement. Upon receiving the 
assurance that the taxpayer’s represen- 
tative would be back within a reason- 
able time, I granted the request. 


Possibly the most amusing request 
made for an adjournment involved a 
taxpay2r who requested more time be- 
cause his accountant was busy taking 
the C.P.A. exams. I wasn’t sure 
that this was not a frivolous excuse but 
I granted the extension nevertheless. 


Several years ago, I found it neces- 
sary to revise assessment procedure in 
order to expedite the disposition of 
cases. Today, our field auditors are 
authorized to obtain consents at the 
conclusion of the audit process if the 
taxpayer agrees to his findings. This 
practice has reduced the number of 
cases in our hearings section, to which 
the taxpayer may go for further con- 
sideration after an audit is concluded 
without an agreement having been 
reached. 

The law guarantees every taxpayer 
a hearing, if it is requested within thirty 
days from the date of the notice of 
assessment. Here again, we follow a 
course of administrative substance, in 
that the first hearing, or as many hear- 
ings as may be necessary thereafter, is 
of an informal character. No provision 
is made for this practice in the law or 
the regulations, but we have found that 
an understanding is more quickly 
reached on an amicable basis in the 
absence of a formal record. We call 
this conference the “informal hearing”, 
and it marks the first visit to the 
Bureau’s offices by the taxpayer or his 
representative. 
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It is at this very point that some 
practitioners often utter a complaint to 
the effect that they do not know their 
rights. There really ought not be any 
room for confusion or uncertainty 
under the circumstances, because the 
very purpose of these conferences is to 
settle disputes in a conciliatory manner. 
Specifically, it is at these meetings that 
the taxpayer voices his objections to 
the basis of the determination and the 
resulting tax deficiency. Generally 
speaking, the most common objection 
flows from the fact that we employ a 
test check method rather than a com- 
plete detailed audit for an entire tax- 
able period involved. 

A detailed audit is generally made 
of a period which is considered to be 
representative in the taxpayer’s busi- 
ness, on the theory that the results 
obtained from that test would be prop- 
erly applicable to all the periods. Under 
such situations, as a matter of adminis- 
trative policy, we permit the taxpayer 
or his representative to submit infor- 
mation indicating that a tax determined 
on the basis used in the Department’s 
examination was neither proper nor 
representative. The Department might 
suggest that a test be made by the tax- 
payer or his representative, using a 
period which he considers to be more 
equitable and more representative. 
When we feel that the taxpayer’s point 
is well taken and that the new test 
should be used, it is given proper con- 
sideration and the necessary adjust- 
ments are made. While upon the pre- 
sentation of proper proof, we might 
agree that our test should not be 
applied, we might still not agree that 
the taxpayer’s proposed test would be 
the correct one. During these informal 
hearings, however, a meeting of minds 
is reached, and the basis for a new test 
to determine the proper liability is 
agreed upon. 

Another common objection encount- 
ered in the informal hearings concerns 
matters of law. In an effort to settle 
any differences which exist as to the 
law, the taxpayer or his representative 
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may request that the matter be taken 
before Tax Counsel for an informal 
opinion. At these hearings, the tax- 
payer is given an opportunity to present 
facts which might result in a reduction 
of the assessment. For instance, dur- 
ing the course of an audit, the taxpayer 
may not have available the necessary 
proof indicating that purchases made 
for his own consumption include the 
payment of the sales tax. Subsequently, 
let us say, he is able to obtain copies 
of bills, letters or affidavits from his 
vendors indicating that taxes were 
charged to him and paid by him. These 
informal hearings, therefore, serve as 
an extremely useful medium for the 
final determination and closing of a 
great many cases with facility and dis- 
patch. 

In the event an accord is not reached 
as a result of informal hearings, the 
taxpayer then has the legal right to a 
formal hearing, the purpose of which 
is to prepare a record upon which to 
hase certiorari action in the event the 
taxpayer decides upon litigation. No 
request need be filed for a formal hear- 
ing if preceded by informal hearings, 
and the taxpayer is merely notified of 
the date set for the formal hearing. At 
the formal hearing, Corporation Coun- 
sel is represented by an Assistant, the 
Comptroller's Office is represented by 
the hearing conferee who is in charge. 
and the taxpaver must be represented 
by a lawyer even though an accountant 
represented him up to this point. Of 
course, the accountant may be present 
and participate in the hearing. The 
hearings are conducted under a rather 
liberal interpretation of the rules of 
evidence. During the course of these 
procedings Corporation Counsel mav 
examine and cross-examine witnesses 
and the taxpayer, and the same right 
is accorded the taxpaver’s representa- 
tive. The power of subpoena ts used 
by the Comptroller in an effort to 
facilitate these proceedings insofar as 
the production of witnesses or records 
mav he concerned. After the formal 
hearings are completed, the entire case 
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is reviewed. Thereafter, a final deter- 
mination issues. If the taxpayer de- 
sires to litigate the matter in the Appel- 
late Division, he is required to deposit 
the amount of the final determination 
and to post a bond for possible costs. 

The next step therefore—and this 
step may be taken anywhere along the 
line after the notice of assessment is 
mailed—is to try to effect a compro- 
mise. The whole field of compromise 
and settlement involves a sort of twi- 
light zone in tax administration. As 
far as the City Tax Laws and Regula- 
tions are concerned, there is no refer- 
ence to the manner in which settle- 
ments are to be effected. It becomes 
entirely a discretionary matter for the 
person or persons authorized to dispose 
of matters in this fashion. In effect, 
this means that the burden falls on my 
shoulders as the Comptroller's Assist- 
ant in charge of the Bureau of Excise 
Taxes. I feel that this authority must 
be exercised with caution and care so 
that an offensive and bureaucratic type 
of administration may be avoided. At 
best, it is a delicate and sensitive propo- 
sition because its application may result 
in an arbitrary gain or loss of revenue 
to the Citv. A mathematical or legal 
error, resulting in an improper assess- 
ment, 1s not nearly as disturbing as a 
loss of revenue resulting from an error 
of judgment. 

Now, let us consider the manner in 
which assessments are presented for 
compromise. At any time during the 
informal hearing stage, a taxpayer's 
representative may conclude that he 
has no further evidence to submit in 
support of his contention and he may 
feel that the hearing conferee is not 
giving sufficient consideration to his 
demands. Since the next step would 
be formal hearings and retention of 
counsel, the taxpayer might then make 
request for the settlement of his case 
by some other official. The Hearings 
Unit Chief or Tax Counsel will then 
review the matter and submit his find- 
ings to me. If his conclusions do not 
coincide with those of the taxpayer's 
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representative, the latter may then re- 
quest a conference with me, at the 
conclusion of which a final decision is 
rendered. If the taxpaver does not 
agree with the findings. he still retains 
the right to go into formal hearings and 
ultimate litigation. 

At this point, I’d like to give you an 
insight into the manner in which we in 
the Bureau of Excise Taxes approach 
settlements of any kind. As a matter 
of discretionary policy, we must first 
be sure that the taxpayer's position is 
reasonable. I suppose you might sav 
that these are mere words while the 
power to determine what is and what 
isn't reasonable remains with me. But 
most normal human beings have a 
pretty good conception of the meaning 
of the word and a little exchange of 
opinion will result in some common 
area of agreement. 

For instance, I don’t think it is 
reasonable for any taxpayer to expect 
to settle a deficiency at less than the 
assessment figure just because he takes 
the time and trouble to go into hearings. 
Nor do I think it plausible for a tax- 
payer to assume that he is entitled to 
compromise a matter merely because he 
didn’t understand the meaning or the 
workings of the law. There are a num- 
ber of basically sound reasons for 
effecting a compromise, but if we keep 
in mind the two most prominent cate- 
gories, then you'll have a pretty good 
understanding of what goes through my 
mind at the outset of compromise nego- 
tiations. 

First of all, is there a genuine legal 
doubt in the position taken by the City ? 
The rationale behind a legal doubt is 
that the City would stand to lose as 
much from litigation as would the tax- 
payer. As in any commercial venture, 
therefore, it’s just plain. ordinary, com- 
mon sense and good business practice 
to make a concession rather than risk 
losing everything. But as time goes 
on, we find fewer moot points as a 
result of a constantly growing set of 
legal precedents. 

By way of illustration, I was asked to 
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compromise a portion of an assessment 
because of conflicting interpretations 
of the statute of limitations. From 
1933 to 1943, the City was not circum- 
scribed in making audits by any statute 
of limitations. This special dispensa- 
tion, which is very seldom found in any 
tax laws, was given the City because 
the revenues were applied for relief 
purposes. Since July 1, 1943, how- 
ever, we have been restricted to audits 
for a three year statutory period. In 
the face of this limitation, we have 
been called upon to take a definite posi- 
tion in regard to what constitutes fail- 
ures to file, or the filing of a fraudulent 
return. As regards a substantial omis- 
sion — does it have a bearing on the 
failure to file, in effect, or does it con- 
stitute fraud? Some practitioners state 
categorically that the filing of a return, 
no matter how defective, sets up an 
insurmountable legal bar to any dis- 
cussion as to what constitutes a failure 
to file. Others take the position that, 
unless clear motive or intent can be 
proven, beyond peradventure or doubt, 
ve do not have the right to charge 
fraud under such circumstances. We 
don't quite accept either position, but 
we realize that there is some validity to 
such arguments. Here we are faced 
with genuine legal doubt and we have 
the basis for a compromise. 

Refunds have always been a thorny 
problem because the law covering this 
field is of the harsh variety. Under 
the State and Federal statutes, pay- 
ment under protest is sufficient to estab- 
lish the taxpayer’s rights in the matter 
of seeking a refund. The City law, 
however, requires that the protest must 
be in writing and that the grounds be 
stated in detail, and that a written 
application for the refund must be filed 
within one vear from the date of pay- 
ment, 

Now, what constitutes a valid 
protest’ Certainly, merely saying “I 
protest this payment’ is insufficient. 
But it would be inequitable and unrea- 
sonable to require that a_ technical 
discourse at length be included in a 
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protest in order for it to be valid. We, 
therefore, read the protest language 
carefully and try to resolve the dis- 
agreement. In other words, there can 
be a very reasonable doubt about the 
legal interpretation under such circum- 
stances, and we take full cognizance 
of it. 

On the other hand, I don’t think 
there’s much legal doubt about the 
City’s right to insist upon the full 
measure of tax at the effective rate 
from such establishments which fail to 
collect the tax upon each transaction. 
It seems incredible to some taxpayers 
and practitioners that the City should 
insist upon more than one per cent of 
gross receipts when the language of 
the law specifically sets the rate of tax 
at one per cent. This incredulity, in 
and of itself, does not create a legal 
doubt, because the law is so clear about 
the necessity for collecting a tax on 
every transaction, even though it results 
in revenue greater than the fixed rate. 

Occasionally, we are called upon to 
compromise an undisputed assessment 
for the reason that the taxpayer's 
financial condition is poor. Financial 
stringency is more easily discernible 
than legal doubt because it lends itselt 
to verification through written evidence 
and investigation. A bank balance, in 
and of itself, means very little, and 
must be considered in relationship to 
all other items appearing on the balance 
sheet, particularly current liabilities 
requiring immediate payment. 

In any event, a financial statement is 
the first prerequisite to be introduced 
by one seeking compromise for reasons 
of inability to pay. I might suggest at 
this time that taxpayers and their rep- 
resentatives could save the City and 
themselves a good deal of time by call- 
ing to our attention the fact that, even 
though the assessment may be valid in 
all respects, it would be useless to carry 
it to its ultimate disposition in view of 
the weakness of the taxpayer’s financial 
structure. 

[ would suggest vou be as certain as 
possible that a reasonable case can be 


w2 
LO 


made out before you plead financial 
inability. 

It might interest you to know that 
we are lenient in meritorious cases with 
taxpayers who have lost their legal 
rights through oversight, if the tax- 
payer can prove to the satisfaction of 
the Bureau that relevant and convinc- 
ing evidence entitles him to a reduction 
of the assessment. Even after the 
issuance of a final determination and 
expiration of time in which to proceed 
with certiorari, we have permitted 
taxpayers to continue hearings on an 
informal basis. Of course, under such 
circumstances, we always reserve the 
right to proceed in strict accord with 
the law in the event the taxpayer's plea 
falls short of requirements. From my 
experience, I am convinced that many 
taxpayers would have less need to seek 
settlement or compromise if their cases 
were adequately prepared. 

Finally, I should like to leave one 
word of advice with regard to those 
cases which develop complications be- 
cause of ignorance or misinterpretation 
of the law. The common explanation 
that is so frequently offered is, “I didn't 
know about it” or “I thought this was 
the way your department wanted it 
done.” The men in our Information 
Section at the Bureau of Excise Taxes 
spend all their working hours review- 
ing tax problems and keeping the public 
informed. If the problem confrontnig 
you is comparatively simple, a tele- 
phone call will bring vou the desired 
information. A more involved prob- 
lem should be dealt with by written 
communication or conference. In any 
event, a written statement of the Bu- 
reau’s opinion will always place you in 
a better position should a disagreement 
arise in the future. 

In closing, let me urge closer coop- 
eration between the societies of lawyers 
and accountants and the Bureau of 
Excise Taxes. In this way, we can 
work together to achieve uniformity 
of interpretation and practice which 
should prove mutually beneficial. 
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Audit Problems of the Comptroller’s 
Bureau of Excise Taxes 


By James T. Ettis, C.P.A. 


This is one of the three addresses presented at the meeting conducted by the Society's 
Committee on Municipal and Local Taxation held in the Engineering Auditorium, 29 West 
39th Stret, New York City, on November 29th, 1945. 


N discussing the topic assigned to 

me, | shall confine my remarks to 
the purposes to be achieved by the 
Bureau audits, the general problems 
confronting the auditor and his ap- 
proach to the solution of those prob- 
lems, and the manner in which 
public accountants may cooperate 
with the Bureau. Because of limita- 
tions of time, my remarks will be di- 
rected principally to sales and use 
tax audits. 

The Comptroller’s Bureau of Ex- 
cise Taxes administers all New 
York City sales, use, business, utility 
and conduit tax laws. Under all such 
laws, the Comptroller is the general 
administrative officer, and, among 
other duties imposed by law, he is 
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required to conduct all audits, exam- 
inations and investigations to deter- 
mine taxes due, and to make all as- 
sessments and final determinations, 
and hold all hearings upon disputed 
matters. 

The Bureau is comprised of a 
number of departments or units, the 
units being grouped into three func- 
tional sections: One section handles 
all matters pertaining to audit of tax- 
payer’s records and verification of 
tax returns; one section deals gener- 
ally with the hearings upon assess- 
ments and with legal questions, and 
one section handles all internal office 
routine services such as the file 
room, personnel records and like 
matters. The Special Deputy Comp- 
troller is in responsible charge of the 
Bureau. 

The audit section of the Bureau 
consists of a number of units, each 
specializing in a particular tax. A 
unit head is in responsible over-all 
charge of each unit, assisted by field 
supervisors who are group leaders 
in direct charge of 8 or 10 staff audi- 
tors. The entire audit section is in 
the general charge of the Audit Man- 
ager. 

In the selection of auditing per- 
sonnel, the Bureau policy has been to 
accept only men and women whose 
public accounting experience and 
raining would qualify them for a 
C.P..\. certificate. A majority of the 
field men and virtually all of the 
supervisory staff are C.P.A.’s, many 
with considerable experience in pub- 
lic accounting ; some are also attor- 
neys. Most of the staff are equipped 
by training and experience to discuss 
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auditing problems with public ac- 
countants on a relatively equal basis. 

During the four the 
staff auditors have approached each 
audit assignment under instructions 
to verify f tax returns 


past years, 


the accuracy of 
through application of recognized 
audit tests, modified to fit the some 
what limited scope of a tax examina 
tion. In attaining this objective the 
auditor must be that 
total taxable receipts have been re 
ported by the taxpayer, (b) that the 
deductions made are proper, (c) that 
tax has been paid on all taxable pur- 


satisfied (a) 


chases, and (d) that all taxes due 
have been paid to the City. 
Audit tests are usually limited to 


examination of all transactions in a 
period which is typical of the entire 
period under review. In selecting the 
test period, the auditor is required to 
take into consideration such things 
as seasonal variations in 
changes in merchandising policy, in- 
crease or decrease in the number of 
outlets, and any other factors which 
might affect the validity of his find- 
ings. 

Although the auditor has substan- 
tial latitude in the selection of 
periods to be audited and the extent 
and nature of the audit tests, he may 
not arbitrarily disallow deductions 
taken by the taxpayer nor recompute 
or modify total receipts as reported, 
Without a firm basis tor such action. 
Neither may he recommend an as- 
sessment based wholly upon esti- 
mates, except where the taxpayer ts 
unable or unwilling to produce ree 
ords of his transactions. However, if 
there are no estimated 
assessment must be prepared and the 
auditor is authorized to use such ex- 
ternal available and 
which he deems appropriate in the 
circumstances. 

lf the audit develops errors which 
are not significant, such as relatively 
minor clerical the auditor 
may, with approval of the field super- 
visor, recommend acceptance of the 


business, 


records, an 


indices as are 


] 
I 


errors, 
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tax returns as filed by the taxpayer. 
If this recommendation is accepted 
by the Special Deputy Comptroller 
after office review, appropriate notice 
is mailed to the taxpaver. 

If, on the hand, the audit 
develops errors of principle in charg- 


other 


ing, paving, collecting or accounting 
for tax, or significant errors in com- 
puting the tax, or if the taxpayer 
cannot produce competent proof of 
resales or proof of out-of-town de- 
liveries, the auditor will compute an 
assessment by reducing the error 
factor, Whether it be a mathematical 
error or the disallowance of 
certificates or 
cause ot lack of 


resale 
other deductions be- 
proof, to a percen- 
tage of the related base figure. For 
example, he may find that 20% of the 
imounts which the taxpaver had de- 
ducted as non-taxable resale items in 
the test period, are not supported bi 
appropriate certificates. In 
such event, he will disallow 20% of 
all resale the entire 
period under review. The same pro- 
cedure is followed by the auditor in 
computing the error factor in every 
class of item under examination, 
hoth receipts and deductions. Inci- 
dentally, the auditor will give the 
same weight to errors which favor 
the taxpayer as he 
Which result in 
ment, 


resale 


deductions in 


ce eS to 
additional 


Ctrors 


assess- 


Gross sales may be verified by ex- 
amination of sales checks and other 
records and a comparison of such fig- 
ures with the general ledger and the 
tax returns; gross profit is usually 
computed and compared with Bur- 
experience. The extent and 
nature of the verification will depend 


eau 


! 
’ I 
: 
the character 


of the accounting rec- 
in some cases, the resulis 
le gross profit test. 

In businesses where special tax 
collection and accounting procedures 
have been provided to accumulate 
sales and use tax. the auditor must 
be satisfied that the system is func- 
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tioning properly, and that internal 
controls provide reasonable safe- 
guards against error. If the system 
is adequate, the subsequent audit 
will usually reveal only normal cleri- 
cal errors. However, if the test re- 
veals substantial discrepancies, inde- 
pendent tests of the sales transac- 
tions are made to compute the cor- 
rect amount of tax. In such tests, 
and in audits where no special pro- 
cedures have been established to ac- 
cumulate sales and use tax figures, 
the auditor test checks a representa- 
tive segment of the transactions in a 
tvpical period. In audit of a large re- 
tail store, the test may be limited to 
examination of the transactions for 
only a few days; in other businesses 
it may involve examination of all 
transactions for a period of months. 
In every audit, standard procedures 
require the examination of any loan 
and exchange and similar accounts 
on the taxpaver’s books and the seru 
tinizing of any credits to purchases 
and expense accounts for evidence 
of hidden sales. 

The schedules, analysis and work- 
ing papers used by the taxpayer or 
his accountant in preparing the tax 
returns are always useful to the audi- 
tor. Such papers not only save time, 
but also serve as a check upon the 
work of the auditor and provide a 
basis for reconciling differences and 
for the computation of an assess 
ment which is usually satisfactory to 
auditor must develop his own work- 
the taxpaver has no schedules, the 
both the taxpayer and the Bureau. If 
ing papers, which will be made avail- 
able to the taxpayer at the close of 
the audit. 

The experience of the Bureau over 
a period of vears suggests that pub 
lic accountants should design and in- 
stall a svstem or fix a procedure 
which will enable his client, the tax 
paver, to compute the sales or use 
tax due or collected upon all trans- 
actions subject to tax. I don’t mean 
that the accountant should try to 


1946 


persuade every client to maintain 
elaborate sales check accounting sys- 
tems such as are found in many large 
department stores. In some busi- 
nesses, cash register tapes or similar 
devices will be found to be adequate 
as basic records of taxable transac- 
tions. In other businesses, a simple 
analysis of sales invoices is neces- 
sary. In some cases, copies of orig- 
inal sales checks are essential. For 
example, virtually every transaction 
in a retail hardware store, except 
sales for resale and for out-of-town 
delivery, would be subject to sales 
tax and the cash register tape might 
be adequate for audit purposes. On 
the other hand, a cash register tape 
is useless in audit of a restaurant sell- 
ing both food and liquor. In such 
business the charge for liquor on a 
check totaling less than $1 is subject 
to sales tax whereas the charge for 
food is not taxable. Sales checks are 
therefore necessary to determine the 
non-taxable portion and to compute 
the correct tax. Failure to produce 
such checks for the audit might re- 
sult in disallowance of all deductions 
which had been taken by the tax- 
payer for non-taxable food sales. 
We frequently find that retail busi- 
nesses report total sales in amounts 
substantially less than the cost of 
goods sold plus rent, salaries and 
other expenses and the owner's per- 
sonal drawings. These people always 
protest that they are just “hanging 
on” waiting for better times. In a 
recent audit of one such taxpayer, 
operating a retail shop employing 
two or three clerks, the records 
showed a loss of about $15,000 every 
vear. Nevertheless, after five or six 
vears he purchased the business of 
his competitor next door, only to in- 
crease the annual loss. Although he 
had borrowed money to open the first 
shop, when pressed to explain how 
he managed to continue in business 
after losing more than $75,000, he 
could only shrug his shoulders and 
say “See my accountant, he should 
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know”. We saw the accountant; he 
was not a magician. 

In another case, involving a small 
restaurant in a good location, the tax- 
to me com- 
assessment was too 


payer's accountant came 
plaining that the 
high and that both the auditor and 
the hearing conferee were unreason- 
able. He had, he said, produced copies 
of earning statements and federal in- 
come tax returns to demonstrate that 
the City’s estimate of Gross profit on 
liquor was erroneous. .\Ill such state- 
ments showed a fair mark-up on food 
but no gross profit on liquor. He ex- 
plained this by telling me that the 
proprietor always mixed the drinks 
himself, and was such a poor judge 
of quantity that he invaribaly mixed 
two or more drinks for each one or- 
dered. It was the proprietor’s prac- 
tice, the accountant continued, to 
place the cocktail shaker on the table 
so that the customer could have both 
drinks although he was charged for 
only one; every drink was sold with- 
out profit. Needless to say, we could 
not accept that explanation and in- 
sisted upon a reasonable mark-up of 
liquor purchases in estimating the 
receipts from liquor sales. A satis- 
factory agreement was reached at a 
hearing. 

In these instances, and in all cases 
where formal records of sales are not 
available, or are not complete, the 
auditor must resort to estimates, and 
he may compute a gross receipts fig- 
ure based on bank deposits and on 
estimates of payments made direct 
from daily cash receipts for expenses 
and purchases and proprietor’s with- 
drawals. In addition, statements are 
obtained from all known creditors, 
merchandise purchases are marked- 
up to retail selling price, and the re- 
sult compared with the estimated re- 
ceipts. Sometimes only the mark-up 
basis is adopted, but wherever other 
information is available which indi- 
cates receipts from sales, such infor- 
mation is used. Thereafter an esti- 
mated assessment is prepared and 
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the burden placed upon the tax- 
payer to disprove the estimates. 

After verifying or establishing the 
amount of gross sales, the auditor 
must test all deductions taken by the 
taxpayer as non-taxable sales. Veri- 
fication of deductions, such as sales 
for re-sale, for out-of-town delivery 
or to charitable and other exempt 
organizations is usually on a test 
check basis. Here again, the work- 
ing papers prepared by the taxpayer 
or his accountant in making the orig- 
inal tax return are of great value to 
the City auditor. However, the audi- 
tor will also require some form of 
proof that the amounts deducted are 
properly allowable. 

Generally speaking, resale certifi- 
cates obtained by the taxpayer in the 
usual and ordinary course of busi- 
ness will be accepted by the auditor 
as proof of the resale deduction. The 
auditor will, however, disallow any 
resale certificates which in his opin- 
ion are not proper. For example, he 
would accept as proper a resale cer- 
tificate given by a department store 
to a dress manufacturer, but would 
reject a resale certificate given by 
the same department store to a 
printer on a purchase of stationery, 
sales slips or like items used in the 
business of the department store. 
While your off-hand reaction may be 
that any such rejection by the audi- 
tor is somewhat arbitrary, if you re- 
tlect for a moment, vou will agree 
the City must insist that a vendor as- 
sume full responsibility for the val- 
iditv of resale certificates accepted 
\Ve find that vendors are 
suthciently familiar with the busi- 
ness of their customers to know, 
within reasonable limits, whether or 
not the item sold by them is for re- 
sale or for use by the customer. If 
the City did not apply this rule, it 
would be difficult, if not impossible, 
to collect sales taxes upon retail sales 
to business concerns except by audit 
of every such purchaser. 

\While the Bureau usually requires 


bv him. 
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a resale certificate as prima facie evi- 
dence of resale, under some circum- 
stances collateral proof may be ac- 
cepted. For example, if it is reason- 
ably clear from the nature of the 
business under audit that the sales 
made were sales for resale by the 
taxpaver’s customers, such as in the 
case of sales by a dress manufac- 
turer, the failure to produce a resale 
certificate would not be _ fatal. 
Nevertheless, the City insists that 
every vendor obtain a resale certifi- 
cate ‘from his customers on all resale 
items, and might disallow resale de- 
ductions of the manufacturer if he 
consistently refused to obtain certi- 
ficates. 

Accountants can be of real help 
to the City by advising their clients 
to exercise reasonable care in accep- 
tance of resale certificates. Also ad- 
vise them to note the certificate 
number upon accounts receivable 
ledger accounts, or upon sales slips 
and other documents connected with 
the sale transaction, and to retain the 
certificates in their files for future ex- 
amination by the City. 

The validity of out-of-town deduc- 
tions may be verified by examination 
of freight and express and other bills, 
and delivery receipts and other such 
proof. Deductions for delivery of 
jewelry, clothing, automobiles and 
like items to out-of-town points must 
be supported by specific and rela- 
tively detailed proof, but if the item 
is, for example, a piece of heavy ma- 
chinery which cannot be moved 
without special equipment, collateral 
evidence such as contracts, custom- 
ers orders, and shipping instructions 
may be accepted as proof of the out- 
of-town delivery. In other words, 
any documents which would satists 
a reasonable person that out-of-town 
delivery took place will usually be 
accepted by the auditor in support ot 
this deduction. 

I.xperience over a period of vears 
has produced certain  vardsticks 
which auditors may apply in testing 
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the validity of this deduction. Ex- 
perience indicates that a department 
store or other shop in midtown 
Manhattan will normally deliver a 
certain proportion of its sales to out- 
of-city points. If we find that a tax- 
payer in that area is making deduc- 
tions at a ratio substantially differ- 
ent from Bureau experience, particu- 
lar attention is paid to all records 
dealing with out-of-town delivery. 
Examination of insurance - state- 
ments, parcel post receipts, and 
charges by delivery companies will 
quickly demonstrate the inaccuracies 
in the deduction, and the excess 
amount will be disallowed. 

Verification of taxable purchases, 
i.e., purchases upon which the ven- 
dor failed to collect a sales or use 
tax, always involves a relatively de- 
tailed audit of purchase vouchers. It 
the principal purchases are items 
such as machinery and fixtures, the 
job may be simple. However, in 
audits of laundries, repair shops, con- 
tractors, and other persons who 
“consume” the goods purchased by 
them in their business, the task is 
more difficult and often reveals sub- 
stantial unpaid tax. Test checks fre- 
quently show that certain vendors, 
usually located outside of New York 
City, regularly fail to charge tax and 
the purchaser neglects to accrue the 
liability on his books or to pay the 
tax direct to the City. Such items 
may go unnoticed for long periods 
and the City audit frequently results 
in a substantial assessment of use 
tax. Public accountants should pay 
special attention to these items and 
arrange to have the use or sales tax 
computed and the lability accrued 
and paid to the City as provided by 
law. 

As one of the final steps in audit, 
the auditor is required to examine 
any tax accrual account, and to in- 
quire into the basis of computation 
and the method of accrual. The audi- 
tor must also be satisfied that all tax 
returns have been filed and the tax 


21 








The Nex 
paid to the City. In this process he 
will automatically check the charges 
to the tax accrual account and 
tion which do n 
ments or 
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any tt represent pay 
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will have been veri 


proper adjustments of 
accruals; credits 


fied when testing sales transactions. 

\nyv balance remaining in the a 
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coun the close of the audit period 

will be included in the assessment 
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Public accountants 
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were pala Ct 


City as due and that accruals were 1 
rreement with the returns as filed. 
It is not necessary that the tar 

’ suuntant be while 


VCrs ace present 


the City audit is in progress. .\fte1 
he auditor has completed his work 
ne ie ; 
d reviewed the proposed assess 


r, he will dis 


findings with the taxpayer 


me 
r 


nt with his supervis 
1 
cuss the 


or the taxpavers accountant. 


taxpayer and his accountant may 


examine the City auditor's work 
papers; he may also make independ 
ent tests tor comparison if he so de 


taxpaver’s accou 
is satisfied that the Cit 
, and that the as 
is computed by hi 1 
accord with law, he should advise his 
client to. sign’ a “c 


whicl 


were adequate 


sessment 
msent assess 
ment” h sets forth the amount 
of tax computed to be due and fixes 
terms for payment. If a 
signed, the auditor will prepare his 


consent 1S 


report recommending acceptance ot 
the consent agreement. 


The file submitted by the auditor 
at the close of ever\ 
audit contains work papers and sup 


tor 


ottice review 


porting schedules and 


| tis 


analysis, cer 
tain formal information with respect 
to the taxpayer's business, comments 
upon the extent and nature of the 
audit tests, the errors developed by 
such tests, the method of computing 
the assessment and any other rele- 
vant information. After approval by 
the audit supervisor, the report and 
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York ( ertified Public 
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all working papers are submitted for 
review by an audit review unit. The 
review accountants examine the file 
not only to check the adequacy and 
ropricty of the audit tests, but also 
determine that the error factors 
developed by the audit were properly 
apphed and that the law and the 
Comptroller’s regulations and _ rul- 
ings were followed in computing the 
assessment. If legal questions are 
the Bureau 

ist also review the file. When 
le report is approved, the 
to the Special 
and, if accepted 
rned and mailed to the tax- 


present, tax counsel of 
staif mu 
tl 

ment 1s 
[deputy Comptroller, 
by. ke si 
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and the tax- 
consent, a for 
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pro} riate otice 


t signa 


will issue, after 
review, usually Car- 
rying full statutory penalties. Within 


thirty davs thereafter the taxpayer 


The first 


assessnient 


may request hearing. 


hearing is usually informal, and is in 
he nature ot an over-the-table dis- 


cussion with the taxpaver or the 


accountant. 


tax- 
If agreement 1s 
ot reached at such informal hearing 
the taxpaver may re- 
formal” hearing, at which 
appear on his own behalf, or 
yy an attorney at law. The City will 
be represented at such formal hear 
ing by an assistant corporation coun- 
sel, and the hearing will 
ducted by one of the Bureau’s con- 
Testimony 


he may 


be con- 
is under oath and 
the record forms the basis for review 
of the assessment by the Appellate 
Division of the State Supreme Court. 
If the taxpaver concludes during the 
course of the formal hearing that the 
City’s assessment is proper, he may 
a consent agreement, a final de- 
termination will issue and the hear- 
ing will be closed. 

\t the close of a formal hearing 
where agreement is not 
reached during the hearing, the con- 
may recommend either modi- 


1eTees. 


sign 


In cases 
teree 
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fication or atfirmance of the assess- 
ment. If the conferee recommends 
modification and the modified 
amount is agreeable to the taxpayer 
when such information is conveyed 
to him, a consent must be signed. It 
no agreement can be reached in the 
hearings proceeding, the taxpayer 
may apply to the Appellate Division 
for review of the assessment and the 
dispute will be settled by the courts. 

In discussing the work of the 
auditor, I have referred to the public 
accountant and the manner in which 
he can be of assistance to the Bu- 
reau. Generally speaking, the public 
accountant should have a reasonably 
complete understanding of the excise 
tax laws and the published regula- 
tions and rulings as applied to his 
clients. He should advise his clients 
on the design and maintenance of a 
system which will provide not only 
for the proper charging of sales and 
use tax, but which will result in an 
appropriate compilation of tax ac- 
crua‘s under all laws. He should be 
satisied that his client is securing 
adequate proof in support of exempt 
items. And he should keep his client 
informed as to the tax status of sales, 
receipts and deductions, and as to 
any changes in law or regulations 
which would affect such tax status. 
From time to time he should check 
to determine that the procedure for 
collection of sales and use tax and 
for compilation of all tax liability is 
functioning properly and with rea- 


sonable accuracy. He should, of 
course, verify the accuracy of the tax 
accrual account upon every audit. 
The City has given serious con- 
sideration to the suggestion that re- 
turns prepared by C.P.A.’s should be 
accepted as correct without field ex- 
amination. While practicing public 
accountants may be hesitant to ac- 


‘cept this additional responsibility, 


which would be heavy, we find that 
both New York and out-of-city prac- 
titioners frequently submit certified 
statements in matters which arise in 
tax audits. As a general rule, such 
statements are carefully prepared 
and usually are accepted by the Bu- 
reau. The question of certifying tax 
returns does, however, merit further 
serious consideration by both the Bu- 
reau and by public accountants. 

The Comptroller’s Bureau of Ex- 
cise Taxes is charged with respon- 
sibility for administering tax laws 
which affect every New York City 
business. The cooperation of public 
accountants can not only ease the 
task imposed by the various laws, 
but can bring to business men a bet- 
ter understanding of the law and a 
clearer appreciation of their respon- 
sibilities to the City. I feel that to- 
night’s meeting is a step in the right 
direction; I sincerely hope it will 
pave the way for more active co- 
operation in the future between the 
Bureau and Members of the State 
Society, and of the accounting pro- 
fession as a whole. 
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Interstate Commerce Problems Arising 
Under the New York City Sales, and 
Use and Gross Receipts Tax Laws 


By Max BrorMan 
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taxable event regardless of the time 


and place of passing title, even though 








immediately pr ansfer of pos- 
session the m ndise had been trans- 
in interstate commerce and 

it to its journey’s end; that the 

ix does not am liscriminate 
igainst interstate Commerce anv more 


than other state taxes previously sus- 


tained by the ( rt 
So that, since the Berwind-White 
case, the law is pretty well sett] led, and 
ie City has been encountering little 
LTT1¢ ity n cases Whe ee is 


aa: : Sie ; 
sold by New York Citv vendors and 


OINtS Outside the State 


One of the immediate effects of the 
Berwind-White decision was the taxa- 
tion of goods formerly n 
der the Personal Property Tax Law 
of the City of New York. You may 
recall that under the Personal Pro yper- 
tv Tax Law, only certain specitied 
categories of goods were subject to that 
tax and frequently, articles not 
within those ca 
the vendors to the purchasers directly 
in the City of New York, were not sub- 
ject to the Personal Property Tax Law, 
and n 
posed by the City. However, since the 
Berwind-White decision placed em- 
hasis on the taxable event occurring 


in the Citv of New York as adequate 


Commune 


. lely ror) dywv 
PLOTICS, ieiivered \ 


» such tax was sought to be 1m- 
l 


for sales tax purposes, the Comtproller 
held that wherever a retail purchase 
was made from an out-of-town vendor 


beater no place of business in the City, 
where the goods were delivered bv the 
vendor to the purchaser in the City, the 
purchas er became liable for a sales tax 
even though the goods could not be sub- 
jected to a personal property tax. TI 
is very important, particularly for the 
periods prior to July 1, 1940, when the 
Personal Property Tax was superseded 
by the Use Tax, for obviously, if the 
City could not tax under the Personal 
Property Tax Law, the Berwind-White 
decision, in the City’s estimation, was 
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sufficient authority to tax purchasers 
under the Sales Tax Law. 

Commencing with some time after 
the Berwind-White decision, a series 
of cases appeared in the office of the 
Comptroller which presented particular 
problems. These cases generally in- 
volved the liability of an out-of-state 
vendor hi wing no office or established 
place of business in the yee 


rk 





did tec eis: in the City of 
through a so-called manufacturer’s rep- 
resentative or salesman, or who ob- 
tained orders by telephone or mail, and 
f such orders delivered the 

goods directly to the purchaser in the 
itv of New ‘York. Before going into 
the difficulties involved in this problem, 
would like to call vour attention to 
two cases which were decided by the 
United States Supreme Court in 1944 


the general 


¢ 
as a result of 


which were analogous to 
problem facing the City. 
br two cases referred to are JAJc- 
Leod v. Dilworth, 322 U. S. 327, and 
siete fz vanes v. State: Sie US 
335. The Mcleod case involved sales 
by Tennessee corporations having no 
office, representative or other place of 
business in Arkansas, as a result of 
solicitation of orders in the State of 
\rkansas by trav 
phone or mail, aI 
to acceptance in the home ¢ fice | in Ten- 
nessee. Arkansas sought to impose a 
sales tax on the Tennessee vendor. The 
identical facts existed in the General 
Trading case except that the vendor 
was a Minnesota corporation and the 
tax involved was a use tax imposed 
by the State of Iowa. The Supreme 
Court held the sales tax in the Mcleod 
case void as being in contravention of 
the interstate commerce clause of the 
federal constitution. The Court dis- 
tinguished the acts in that case from 
the facts in the Berwind-White case 
and found that the transfer of owner- 
ship, which was the taxable event under 
the \rkansas tax law, took place in 
Tennessee, and that Arkansas’s powers 
of taxation could not be projected be- 
yond its boundaries to tax an inter- 


elling salesmen, or ‘ 
l orders lhein 1f subiect 
| 
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The 


transaction. In the General Trad- 
ing case, the Supreme Court sustained 
the use tax of Iowa. It held that the 
use tax was a non-discriminatory ex- 
cise tax laid on all personal property 
consumed in Iowa; that since the prop- 
erty was enjoyed by an Iowa resident 


state 


who was the ultimate consumer, Iowa 
had the right to tax such use and that, 


he out-of-state vendor a tax 
was a familiar 
device. It might be 
that in the General 
Trading case the taxing statute defined 
a “retailer maintaining a place of busi- 
in Iowa and included any sales- 
yr agent of the retailer, whether 
permanently or temporarily in the 
State, and that under the facts of that 
the Iowa court held the General 
Trading Company to be such a re- 
tailer—a_ finding which binding 
on the Supreme Court. 


making t 


cr llecte ri 


for the State 
and sanctioned 
interesting to note 


ness” 
man 


Case, 
was 
On the face of it, these two decisions 
seem contradictory, and probably could 
only be justified on the tenuous distinc- 
tion made between a sales tax and 

use tax. More justification for the im- 
position of a use tax could be found in 
the fact that property which has been 
the subject of interstate commerce 
transportation could be subjected to a 
general that com- 


Pie A tax once 


merce ends. Therefore, it should fol- 
low that a use tax as applied to such 
prop erty should be sustained. On the 


a transac- 
to tax only 
ion occurs 


other hand, a sales tax, being 
tion tax, could be sul ec te ‘dt 
if a local phase of the transact 
within the taxing state. Since, in the 
Mcleod case, the transfer of owner- 
ship, which was the taxable event, 
Tennessee, it could not be sus- 


took 


place in 


tained by the Supreme Court. 
\fter the decisions in these two cases, 
the “sta ot [excise Taxes reaffirmed 


its previous position in the case of 
out-of-town vendors soliciting 
in the City through manufacturers’ rep- 
resentatives or salesmen. In arriving at 
that conclusion, it has sought to dis- 
tinguish between the Mcleod case and 


business 


the facts involving sales through a 
20 
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manufacturer’s representative. It has 
been felt that in the latter case, there is 
more regular and continuous represen- 
tation in the City to the extent that the 
conclusion is justified that the out-of- 
town vendor is in the City, if not in fact, 
then by representation. Accordingly, 
the Bureau holds that where out-of- 
town vendors make sales at retail 
through manufacturers’ representatives 
or resident salesmen and deliver the 
— directly to the purchaser in the 
City of New York, such vendors are 
lial 4 for the sales tax and unquestion- 


ably for the use tax. 


In the case of sales made by such 
vendors through the solicitation by 
traveling salesmen (distinguished from 
resident salesmen), or by orders ob- 
tained by telephone or mail, the Bureau 
holds, at least for the present, that such 
vendors are not liable for sales tax or 
use tax, though the purchaser may be. 
The basis for such position as to the 
sales tax is the McLeod case, even 
though the taxable event (the transfer 
of possession ) occurs in the City of 
New York. The basis for non-lability 
of the vendor for the use tax in this 
—— is the fact that the New York 

‘ity Use Tax Laws makes only those 
oo liable for a use tax who main- 
tain a place of business in the City, and 
the ha does not regard the pres- 
ence of travelling salesmen or the 
taking of orders by mail or by telephone 
as the equivalent of maintaining a place 
of business in the City. Compare this 
with the statute in the General Trading 
case, where a retailer maintaining a 
place of business in the included 
anyone having an agent or salesman, 
even though temporarily in the state. 
But perhaps the more significant reason 
that the Bureau does not hold the out- 
of-state vendor ‘liable where he solicits 
orders by travelling salesmen, or by 
telephone or by mail, is that from a 
jurisdictional due process point of 
view, it is extremely doubtful whether 
such vendor could be subject to the tax. 

‘he Bureau desires to have such situa- 
tions with such jurisdictional and due 


state, 
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process questions squarely raised and 
passed upon by the courts before it re- 
considers its present position. There is 
little or substantially less doubt that 
such questions can affect the liability of 


those out-of-state vendors © selling 
through a manufacturer’s representa- 
resident salesman. But, as | 


tive or 
previously observed, this problem does 
not attect the lability of the purchaser, 
either for sales or use tax, for the “tax- 

; 


takes place in the City of 


\nother phase of interstate com- 
: 
al 


merce problems involves those transac- 
tions involving shipments across state 
taxation of which must con- 
form to the provisions of the State En- 
abling Act. When I say State I:nabling 
\ct. | refer to the New York State 
statute which a ‘izes the City of 
- 


New York to WNpo > the Sales or Use 


ines, the 





<u, ve i 





Tax. In such Enabling Act are cer- 
tain limitations which, insofar as the 
Sales or Use Tax is concerned, pro- 


hibit the imposition of a tax on any 
1 | con- 


tion originating and/or 
] 


of the territorial lim 





4 . 
ad outside 





its of the City of New York. Thus, 
where a New York City vendor makes 
delivery of his goods to a point out- 
side of the City of New York, the sales 
tax does not apply, the 
that the transaction was consummated 


reason being 


outside the City of New York. (C. G. 
Gunther's Sons v. McGoldrick, 279 
N. Y. 148; United Artists v. Taylor, 
273 N. Y. 334) On the other hand, 


the fact that orders for goods are sub- 
ject to acceptance outside the City and 
that the goods are shipped from points 
outside the City into the City, does not 
bring the transaction within the pro- 
hibitions of the Enabling Act. ( United 
lutographic Register Co. v. McGold- 
rick, 260 A.D. 157, aff’d. 285 N. Y. 
SSE). 

Another type of transaction which 
involves the shipment of goods across 
state lines is that situation where a New 
York City purchaser buys goods for his 
own consumption in his business, re- 
ceives them or brings them to the City 


1 
| 
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of New York where they are stored in 
a warehouse or his regular place of 
business in the City, from which point 
he thereafter ships the merchandise to 
his out-of-citvy branches or places of 
business, where he uses them or con- 
sumes them. The City has imposed a 
tax, whether it be a sales or use tax, on 
such purchases, even though the goods 
were subsequently shipped to and used 
outside of the Citv. However, this was 
the rule of the Bureau up to April 1, 
1945. Commencing with Apri 1, 
1945, a ruling was issued by the 
Bureau, holding such purchases free 
from such tax on condition that the 
purchaser, nevertheless, pay the tax at 
the time of purchase and then take a 
credit in subsequent returns within one 
vear from the date of pavment, for so 
much of the tax as is applicable to the 
goods shipped and used outside the 
Citv, and provided, further, that ade- 
quate records are maintained to sub- 
stantiate such shipments. 


Gross Receipts Tax 

Just as in the case of the sales tax, 
which is a transaction tax, it 1s impor- 
tant to understand the nature of the 
New York City Gross Receipts ‘Tax. 
It is a privilege tax imposed for the 
privilege of engaging in any vocation, 
trade, business, or commercial activity, 
or of making sales, and is measured by 
the receipts from sales made or services 
rendered. Under the early State En- 
abling Acts, there was no limitation on 
the Gross Receipts Tax as was true in 
the case of the Sales Tax. [xpress 
authority was granted to the City to 
impose a tax on gross income of per- 
sons, firms and corporations doing 
business in the City. Subsequent en- 
abling acts of the State gave the City 
authority to impose a gross receipts tax 
in accordance with a model law set forth 
in the enabling act. 

One of the outstanding features of 
the Gross Receipts Tax Law is the 
provision for the allocation of interstate 
commerce receipts. Before going into 
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the allocation provision of the law, | 
would like to acquaint you with some 
important cases that led to the adoption 
of the allocation provision. 

Starting with 1938, the Supreme 
Court of the United States handed 
down a number of which 
sanctioned the taxing of receipts from 
interstate commerce transactions to the 
the extent that they were attributable 
to the taxing locality. In 1938, the 
Supreme Court handed down a deci- 
sion in Western Live Stock v. Bureau 
of Revenue, 303 U.S. 250, a case which 
involved a privilege iax on the business 
of selling advertising space measured 
by the sales price thereof. The Court 
held that the business of selling adver- 
tising space in a magazine is a local 
business which may be taxed if it is 
distinct from interstate commerce, and 
further held that the business of pub- 
lishing magazine advertising was pecu- 
liarly local and distinct from its circula- 
tion in inter- or intra-state commerce. 
Because of the local character of the 


decisions 


business and because the magazine had 
no place of business in any other state, 
the Court found that no other state 
could impose a tax on the receipts from 

advertising and that 
there was no possibility of a multiple 
tax burden. This case first elucidated 
the apportionment doctrine as applied 
to gross receipt taxes and laid down 
the general rule that taxation of inter- 
state valid 
apportioned to the commerce carried 
on within the taxing state. 


sales of space, 


commerce 1s when fairly 


In another case, dams AT fq. Co. v. 
Storen, 304 U. S. 307, involving the 
Indiana gross receipts the Supreme 
Court held that that was a direct tax 
on the receipts from commerce, without 


ts tax, 


apportionment, not a privilege tax, in 
that it reached indiscriminately both 
to inter- and it sales without 
apportionment, and that the entire tax 
must, fall. Thereafter, sev 
eral other cases were decided by the 
Court, amplitving these principles, ref- 
erence being made to them for those 
interested: Gzrn, ht 


itra-state 


therefore, 


White, & Prince v. 


> 9 


Henneford, 305 U. S. 434; Dep't. of 
Treasury v. Wood Preserving Corp., 
313 U.S. 62; International Harvester 
Co. v. Dep’t. of Treasury, 322 U. S. 
340. . 

Immediately after the decision in the 
Western Live Stock case, the City of 
New York, in its local law effective as 
of July 1, 1938, provided for allocation 
of interstate commerce receipts. This 
provision was sustained in 1942 in 
Olive Coat Co. v. McGoldrick, 287 
N. Y. 769. Under the allocation for- 
mula, the tax reaches all interstate 
shipments, on an allocable basis, the 
percentage being subject to tax varying 
from a minimum of one-third to a max1- 
mum of two-thirds, depending on the 
factors used in the formula. It is used 
in every case of receipts from shipment 
of goods across the state lines. The 
significant feature of the allocation 
formula is that it taxes that part of 
interstate commerce receipts which is 
fairly attributable and allocable to the 
taxing locality, and thereby avoids any 
multiple tax burden. 

Another type of situation involves 
those who are engaged in 
wholly local activities which effect 
goods shipped in interstate or foreign 
commerce. In 1937, the Supreme 
Court held invalid a gross receipts tax 
a stevedore 
nd foreign 
Tax 
This case, 


has been 


pers ms 


imposed upon receipts of 
of vessels plying interstate a 

commerce. (Puget Sound Co. v 
Commission, 302 U.S. 90.) 
in the estimation of the City, 
overruled in effect by a line of cases 
commencing with the Western Live 
Stock case. The City’s position is that 
where the activity or business is carried 
on wholly within the taxing state. there 
is no need for an allocation to determine 
what portion of the receipts from the 
transaction is attributable to the taxing 
locality. In such case, the entire re- 
ceipts are taxable, for it is a matter of 
automatic apportionment to local busi- 
ness where no other jurisdiction could 
possibly tax. This was the situation 
in the Western Live Stock case and 
also in American Mfg. Co. v. St. Louis. 
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250 U. S. 459. In the latter case, the 
Court sustained a tax on the privilege 
of manufacturing goods fcr sale, which 
was measured by the receipts from all 
sales, inter-state as well as intra-state. 
The Court said that no allocation was 
required, since the activity or privilege 
taxed—the manuifacture—was_ purely 
local and carried on wholly within the 
taxing statute. 

There is now pending in the Su- 
preme Court of the United States a 
case involving the New York City 
Gross Receipts Tax as applied to steve- 
doring operations (See Carter & 
IVeeks v. McGoldrick, 294 N. Y. 906. ) 
In view of the Western Live Stock case 
and numerous others, the City is con- 
fident of success in having the Supreme 
Court expressly overrule the Puget 
Sound decision. 

Another major problem involving 
the application of the Gross Receipts is 
the taxability of out-of-state vendors 
doing business in the City through 
manufacturers’ representatives. This 
involves the same factual situation as 
in the case of the sales tax heretofore 
discussed. The City puts such ven- 
dors in the same category as local mer- 
chants since they enjoy the same 
privilege of making sales in the City 
and engaging in business in the City. 
As to such vendors, it is the position of 
the City that thev are liable for a gross 
receipts tax. (See Articles 106 and 
211 of the Comptroller's Regulations. ) 

Another type of case which has 
caused quite a bit of discussion by prac- 
titioners is the so-called “third party 
rule”, which went into effect commenc- 
ing with Local Law No. 47 of 1941 
(covering returns due on June 15, 
1942.) A simple illustration of that 
rule is the situation where a New York 
City vendor sells goods toa New York 
City purchaser and causes them to be 
delivered by a third party located in 
another state, directly to the New York 
City purchaser. In such case, the City 


takes the position, under the third 
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party rule, that the receipts from the 
sale by the New York City vendor are 
taxable in full. The theory behind the 
rule is that, as between the New York 
City vendor and the New York City 
purchaser, no interstate commerce is 
directly involved but that the shipment 
is deemed to originate in the City of 
New York; that the New York City 
vendor is engaged in purely local busi- 
ness and the tax on his receipts is for 
the privilege of engaging in business in 
New York City; that if interstate com- 
merce is involved at all, it is only be- 
tween the third party vendor in the 
other state and the New York City 
vendor. Under the third party rule, 
however, the receipts of the out-of-state 
vendor are not being subjected to the 
tax. The only exception to the third 
party rule is made when the New York 
City vendor usually ships the goods 
from his own factory or warehouse out- 
side the state but occasionally has the 
goods shipped from a third party out- 
side the state. In such case, the re- 
ceipts from the sales by the New York 
City vendor are not subject to the tax 
prior to July 1, 1938, and are either 
allocable or non-taxable after that date, 
depending upon where the goods were 
delivered. For other examples of 
operation of the rule, see Article 211 of 
the Comptroller’s Regulations. 

Recently, the Comptroller has taken 
under consideration a change in the 
third party rule. The change will be to 
the effect that the shipment from a third 
party's out-of-city source of supply 
will be deemed to originate outside the 
Citv of New York and the receipts of 
the New York City vendor will be 
allocable if delivery is made to the pur- 
chaser in the City, and non-taxable if 
delivery is made to the purchaser out- 
side the City of New York. Under the 
current third party rule, however, the 
first type of situation would be wholly 
taxable and the second one would be 
allocable. 
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This is the text of an address delivered at a meeting of the Society's Committee 
on Fed é nel Taxation at the Engineering Auditorium, 29 West 39th Street, on November 
ath, 1945 
W THIEN Paul Seghers asked me to procedure or scheme or hocus-pocus 

speak on the subject of Tax by which you had reasonable 


Minimization I was very happy be 


cause | thought that I’d spend two 


or three hours g¢g ¢ over my notes 
and that would be enough for an ac 

ceptable hour’s speech; however, | 
find that the time and effort involved 


Wwo ld have pro been the Same 


babh 


if | hi d \\ ritter a book on the sub 
ect. 

\n he urs le ture V ill do ve ; 
little justice to this subject. It would 


be al the as ; asked 
a minister of the Gospel to 
a commentary and analysis of all the 

ix books of the Holy Bible in 


t can’t | 
Ilv this ad 


same 
rive you 
ix be 
Sermon: it Jus 


me. Natural Idress has 


be somewhat selective, and I have 
decided to eliminate all matters per 
taining to troublesome excess profits 
taxes, gifts and estate taxes, personal 
holding companies and special-tvy 
co itions. We will deal partic 

larly with the average individual and 

rporate busines taxpavel 


intim 
echers, 


as 


it10n, 


Mr. 


Now, tax minimiz: 
ated by our Chairma 


sinister 


to me connotes a very pur 
nose. At least in the twenties and 
in the thirties it seemed to be that 
whet uu talked of tax minimization 


\ 1S the developm« nt of plan or 
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Securities Corporation. She wanted 
to get the stock of the Monitor Se- 
curities Corporation without the dec- 
laration of a dividend and without 
paying any tax. The following plan 
was evolved. She formed the Averill 
Corporation. Three days after that 
corporation was formed, United 
transferred the Monitor stock to 
Averill in exchange for Averill’s 
common stock, which was a non-tax- 
able exchange. Three days after 
that, Averill was liquidated and, at 
the request of United the Monitor 
stock was delivered to Mrs. Gregory 
as a liquidating dividend. That came 
within the letter of Section 112(g), 
involving reorganizations under the 
1928 Act. 


The Government contended that 
although they did comply with the 
letter of the law, this was just a lot 
of hocus-pocus. The only thing they 
intended to do was save the tax, 
but they didn’t intend to continue 
the Averill Corporation in business. 
There was no business purpose in 
fact. The Supreme Court finally up- 
held that conclusion, reversing the 
Circuit Court which had agreed with 
the taxpayer on a purely legalistic 
basis. 

I would like to read the decision 
of the Supreme Court in that case 
because it brings out several impor- 
tant points. It said: 

“Tt is earnestly contended on be- 
half of the taxpayer that since every 
element required by the foregoing 
subdivision (B) is to be found in 
what was done, a statutory reorgani- 
zation was effected, and that the mo- 
tive of taxpayer to escape payment 
of a tax will not alter the results or 
make unlawful what the statute al- 
lows. It is quite true that if a re- 
organization in reality was effected 
within the meaning of subdivision 
(B), the ulterior purpose mentioned 
will be disregarded. The legal right 
of a taxpayer to decrease the amount 
of what otherwise would be his taxes 
or altogether avoid them by means 
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which the law permits, cannot be 
doubted ..: But the question for de- 
termination is whether what was 
done, apart from the tax motive, was 
the thing which the statute intended. 
When subdivision (B) speaks of a 
transfer of assets by one corporation 
it means a transfer made in pursu- 
ance of a plan of reorganization, of 
corporation business, and not a 
transfer of assets by one corporation 
to another in pursuance of a plan 
having no relation to the business of 
either, as plainly is the case here. 
Putting aside, then, the question of 
motive in respect of taxation alto- 
gether, what do we find? Simply an 
operation having no business or cor- 
porate purpose—a mere device which 
put on the form of a corporate re- 
organization as a disguise: for con- 
cealing its real character and the sole 
object and accomplishment of which 
was the consummation of a precon- 
ceived plan not to reorganize a busi- 
ness or any part of a business, but 
to transfer a parcel of corporate 
shares to the petitioner. No doubt a 
new and valid corporation was cre- 
ated. But that corporation was noth- 
ing more than a contrivance to the 
end last described. It was brought 
into existence for no other purpose; 
it performed, as it was intended from 
the beginning it should perform, no 
other function. When that limited 
function had been exercised it was 
immediately put to death. 

“In these circumstances the facts 
speak for themselves and are suscep- 
tible of but one interpretation. The 
whole undertaking, though con- 
ducted in accordance with the terms 
of subdivision (B), was in fact an 
elaborate and devious form of con- 
veyance, masquerading as a corpor- 
ate reorganization and nothing else. 
The rule which excludes from con- 
sidering the motive of tax avoidance 
is not pertinent to the situation be- 
cause the transaction upon its face 
lies outside the plain intent of the 
statute. To hold otherwise would be 
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tage to disregard the business pur- 
pose he may do so. This was fol- 
lowed in the recent case of Survaunt 
5 Tax Court #79. There the tax- 
payer claimed that the reorganiza- 
tion was a sham and that there was 


no business purpose. but to hold 
that way would mean that the tax- 
paver would have been allowed a 
loss, and the Commissioner didn’t 
want that—he wanted a non-taxable 
reorganization. ‘The Commissione: 
took the position that the Supreme 
Court gave him the election to rec- 
ognize or not recognize the reorgani- 
zation as best suits his purpose. He 
chose to recognize it, and the Tax 
Court upheld him. Although there is 
an appeal now pending, it is doubt 
ful that the Supreme Court would 
go. bevond the jurisdiction of the Tax 
Court in settling these matters of 
how transactions should be viewed. 

Third, there must be a real or eco 
nomic loss and not merely a loss in 
a legal or accounting sense. Some 
of the decisions which I will cite 
later will show that this principle 
has been applied where there have 
been legal losses but not economic 
losses. 

Fourth, the Commissioner has the 
option to accept or reject the form 
of business organization adopted by 
the taxpaver, but the taxpaver is ap- 
parently bound by his own choice. 
In other words, taxpayer may not 
sav that the corporation which he 
owns is a sham and that he should be 
taxed as if he had owned the prop- 
erty. The Supreme Court has said 
that only the Government may use 
that argument, but as far as the tax 
paver is concerned, once he chooses 
a particular form, he is bound by it. 

Fifth, for the purpose of determin- 
ing questions of business purpose, 
the Tax Court has exclusive author 

y to treat a series of transactions 
as one in their effect, or to consider 
apparently separate ones as single in 
their tax consequences, It is possi 


ble that the Tax Court will also have 
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final say as to the very existence of 
business purpose itself. 

And, finally, the tax saving motive 
in itself does not vitiate nor nullify 
a plan if real business purpose can be 
shown as well as that the transaction 
resulted in an economic change in 
the taxpayer's position either as to 
property or control of the flow of 
income. 

In addition to these limitations im- 
posed by the Court’s decisions, there 
are many provisions in the Internal 
Revenue Code itself which either re- 
strict or deny the deduction of losses 
even though those losses may be 
genuine and bona fide. Some of these 
are Section 45, which gives the Com- 
missioner the right to allocate in- 
come and expenses between control- 
led corporations ; Section 129, which 
was added a few vears ago and gives 
the Commissioner the right to dis- 
regard benefits derived through any 
acquisition for the purpose of either 
avoiding or evading taxes, particu- 
larly in excess profits; Section 118, 
which disallows losses on wash 
sales; Sections 24(b) and (c), which 
disallow bona fide sales and transac 
tions between related taxpayers ; and 
we also have Sections 166 and 167 
which try to put some limitation on 
the taxation of trust income and, in 
these particular cases, make the in- 
come by statute taxable to the grant 
or even though the beneficiary actu- 
ally gets the use of the.money. 

Despite all these restrictions and 
court decisions, there are still many 
many ways in which tax control can 
he brought into play. The law does- 
n't prescribe any particular method 
of accounting or any particular 
method by which the taxpayer 
should do business; but, once having 
adopted a certain method, or once 
having adopted a certain form, he is 
bound by the consequences, 

Just to give one simple illustra- 
tion, a firm wanted in effect to pay 
a stock dividend, but this is what 
they did. They drew checks to the 
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stockholders, then had the stock- 
holders endorse those checks back to 
the corporation. The corporation 
issued additional stock and_ they 
thought, in effect, that it really was 
a stock dividend, Actually the cor- 
poration was no better off, because 
after the whole transaction was com- 
pleted more stock was issued, the 
surplus was reduced and their cash 
position was unimpaired. As far as 
the stockholders were concerned 
they had more stock and their cash 
position wasn’t changed. But it 
wasn't what they did but how they 
did it. They were actually taxed on 
the cash dividend although there was 
no intention of their getting the 
benefit of that cash. 

The Internal Revenue Code itself 
is full of tax-saving devices, many of 
which are commonly used. The fol- 
lowing is a partial list of the elec- 
tions that the law gives to the tax- 
paver: 

lirst, he has the right to 
either the cash or the accrual basis. 

He has the choice of accounting 
period: The option to close his books 
on a calendar-vear basis or on a 
fiscal-vear basis. 

As to foreign income taxes, he 
may take them as a credit against 
the tax due or take them as a deduc 
tion, as best suits his purpose. 

Compensation over a long period, 
under certain circumstances, may be 
treated in a beneficial way. 

Certain recoveries of previously 
deducted expenses mav be treated in 
a special way. 

The taxpayer has an election as to 
the method of computing the value 
of his inventory. Some of the com 
mon methods are cost-or 
market whichever is lower; unit of 
production; and life; but, once hav- 
ing adopted a particular method, he 
ordinarily can’t change it without 
the Commissioner’s permission. 

Other elections granted to tax- 
pavers are separate returns ; joint re- 


cost: 
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used 


turns; consolidated returns; and in- 
stallment method of reporting profit 
on sales. Then there is the optional 
tax form for small taxpayers and the 
standard deduction of $500 for large 
taxpayers. There is much that the 
taxpayer can do in the way of mini- 
mizing taxes by logically and intelli- 
gently using, under the different cir 
cumstances, all the options that are 
available to him. 

Now, inasmuch as we are near the 
end of the vear and this is the time 
that most business men and account 
ants take inventory of their situation, 
[ will first those matters 
which pertain particularly to vear- 
end adjustments. 


discuss 


Cash Basis Taxpayers 

There are two deductions which 
are limited by a certain figure called 
“adjusted gross income”. That item 
is defined in Section 22(n) as the 
eross income less six deductions otf 
which possibly only two or three 
are applicable to most taxpavers. 

Contributions and medical expen- 
ses are dependent or are based upon 
that amount, so that in order to 
know whether or not the taxpaver 
is getting the full benefit of his 
charitable contributions or his medi 
cal expense he must be sure that his 
adjusted gross income is first deter- 
mined. 

Controlling contributions is a very 
simple matter for the cash-basis tax 
paver. In the first place, the best 
thing for him to do is to arrange 
his contributions so that the large 
amounts are due near the end of the 
vear, It is very difficult for the 
ordinary taxpayer who actually uses 
his full 15% allowance to know what 
his income is going to be before the 
end of the vear; so one of the safest 
plans is to give a pledge at the be- 
ginning of the year and make pay- 
ment in November or December. If 
the taxpayer finds that his income is 
going to be too small to permit the 
deduction of expected payments, he 
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may postpone the deduction by giv- 
ing a note and paying it early the 
following year. Contributions are de- 
ductible only on an actual cash-pay- 
ment basis. The fact that the note 
may be the equivalent of cash will 
not cause it to be considered a de- 
duction in the vear in which it is 
given. 

On the other hand, as far as medi- 
cal expenses are concerned, the situa- 
tion is different. “The amount deduce- 
tible, subject to limitations, is the 
amount in excess of 5% of the ad- 
justed gross income. Suppose the 
taxpayer has an adjusted gross 1n- 
come of, say, $10,000. Ile would be 
allowed the amount spent in excess 
of $500.00. Assume he spent only 
$300 or $400. If he has a $100 or 
$200 or some small amount to pay 
for the balance of 1945, there would 
be no tax advantage in paying it this 
vear. When possible the payments 
should be deferred until January, 
1946. All items can’t be withheld at 
will, but there are times when a 
doctor or a dentist can be asked to 
wait a short period. On the one 
hand, you may have a_ situation 
where a person has large amounts 
of insurance premiums—disability, 
health and accident, the payment of 
which will be of no benefit in 1945. 
The annual premiums may be 
changed to a quarterly basis, only 
one-fourth of the premium being 
paid in 1945, and the balance being 
paid in 1946, when it may be of 
greater benefit to the taxpayer. 

On the other hand, where the tax- 
paver’s medical expense already ex- 
ceeds 5% of adjusted gross income, 
it will be desirable to convert dis- 
ability premiums to an annual basis 
before the end of the vear and to pay 
in 1945 any unpaid portion of the in- 
surance on an annual basis. 

There are other items which are 
peculiar in their treatment and those 
are interest and  taxes—-Sections 
23(b) and 23(c). For some reason 
which I am not able to understand, 
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the Bureau treats these deductions 
differently from all others. General- 
ly, most expenses—ordinary expen- 
ses—are deductible under Section 
23(a), but interest and taxes are spe- 
cific items of deduction. Therefore 
those items are deductible when 
paid, irrespective of how many years 
in advance you may pay them. On 
a eash basis if, in December, 1945, 
the taxpayer has paid January rent, 
that is not an allowable deduction 
for 1945 because it is an expense ap- 
plicable to 1946. Again if the tax- 
paver paid insurance premiums for 
three vears in advance, it is a capital 
investment, even on the cash basis, 
and it has to be prorated over the 
life of the policy. But, with respect 
to interest and taxes, it is different. 
In a recent ruling—IT-3740—the 
Bureau held that interest paid for 
five years in advance is deductible 
in the year of payment. Corporations 
in the excess profits brackets are in 
a position to profit this vear by the 
advance payment of interest. 

Taxes likewise may be paid in ad- 
vance, with this exception: that the 
taxpaver can’t deduct a tax that is 
not vet actually assessed. Consider 
the New York City real estate tax, 
as an example. It is levied on a fis- 
cal vear basis, July 1, 1945 to July 1, 
1946, One-half is payable in Octo- 
ber, 1945 and the other half in April, 
1946. The taxpaver can pay the 1946 
installment in 1945 and get the bene- 
fit of the entire tax this vear. Of 
course, real estate taxes are usually 
not assessed for more than one vear 
in advance, so that no deduction 
could be allowed for the 1947 taxes 
even if the City agreed to accept 
payment this year. 

I find that one item which even 
large individual taxpayers are prone 
to overlook is the fourth quarter of 
their New York State income tax. 
That installment is due in January 
and ordinarily many of them pay it 
in January. If there is no difference 
in rates, there is no particular differ- 
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ence in tax effect; but next year 
there is going to be a difference, and 
if income is going to be the same 
there is nothing to prevent the tax- 
payer from paying his January, 1946 
installment in December, 1945 and 
getting the benefit of that deduction 
in 1945, 

The rule works both wavs. If pay- 
ment of taxes and interest will re- 
sult in no benefit in 1945, they may 
be deferred until 1946 when the de- 
duction may be of greater benefit. 

With respect to interest I wish to 
comment on two particular situa- 
()ne is interest on margin ac- 


tions. 

counts. The Bureau holds that such 
interest is not a deduction unless 
there are cash offsets, either divi- 


dends credited to the account or 
cash deposits made by the taxpayer. 


There are many cases where posi- 
tions have been very inactive and 
the account is very well secured so 


that the interest accumulates dur- 
ing the Under such circum- 
stances the interest would not be an 
allowable deduction; there must be 
a credit to the account; and, if there 
has been no activity at all in the way 
ot dividends or cash, a check should 
be sent for the amount of interest 
in order to get the deduction. 
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\nother item is interest on life 
insurance loans. It is very common 
to pyramid interest in the principal 
of a loan. In ether words, if the tax- 
paver has a $5,000 loan, at the end 
of the vear $200 interest is owed at 
1%. He doesn’t feel like paying it. 
The company sends him = another 
note for $5,200. That is not a pay- 
ment of interest. The taxpayer 
should pay the interest by check and 
then make his application for the 
$5,200 loan so that, in the end, he 
has his $200 back. He is in the 
same position, but in one case he 
gets the deduction and in the other 
Case he he doesn't. 

Taxpayers who do not use Supple- 
ment Toor who do not claim the 
benefit of the $500 standard deduc- 


tion should check their deductions to 
be sure that there are no doubtful 
or questionable items. The compu- 
tation of one’s tax on this basis is 
an irrevocable election not to take 
the benefits of Supplement T or the 
$500 standard deduction, 

One of the most important items 
under tax control is capital gains 
and With the exception of 
involuntary situations — condemna- 
tions, fires, redemption of securities 

the taxpayer can't 
or a loss without some positive act 
on his part. There must be a sale or 
some other disposition. And, no mat- 
ter how much depreciation there has 
or appreciation—there is no 
realization of a gain or loss until the 
taxpaver himself something 
about it. 

[ find that many persons are mak- 
mistakes in differentiating be- 
tween “short-term” and “long-term” 
holding periods. The regulations 
state that, for the determination of 
the holding period, the period starts 
with the day after purchase and ends 
with the day of the sale. When this 
is applied to security transactions 
differences of three of four days may 
exist between the contract dates and 
the settlement dates. As to securi- 
ties sold on an exchange, it is the 
contract date that is controlling, not 
the settlement date. 

Some taxpayers are confused by 
that because of the application of the 
settlement date in another situation. 
As to realization of gain on the cash 
basis, the gain is not taxed until the 
proceeds are available; if a sale were 
made on the Stock Exchange on 
December 30 or 31, 1945 and the 
settlement were made on January 2, 
1946 that sale is not a 1945 sale but 
a 1946 sale. 

However, on any basis, a loss is 
sustained when the contract is en- 
tered into; and even in those cases 
where the sale is to be made on the 
30th or 31st of December, 1945, even 
though delivery of the stock will not 
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take place until January, 1946, the 
loss is sustained in 1945. 

In close situations the taxpayer 
should check the holding period. The 
short-term gains are taxable at or- 
dinary rates while the long-term 
gains are taxable at substantially 
lower alternative rates. 

One system of accounting for gain 
is the installment method permitted 
under Section 44. That section is 
applicable in three situations; first, 
any dealer in personal property; 
second, any casual sale of personal 
property in excess of $1,000; and 
third, any sale of real estate. But the 
last two methods are subject to a 
provision that not more than 30% 
of the selling price must be received 
as initial payments. Initial payments 
are detined as those received during 
the taxable year. 

This section may be used very 
effectively near the vear-end. As- 
sume a taxpayer has property held 
over six months which cost $7,000 
and today it can be sold for $14,000. 
If he accepted $7,000 cash and took 
back a $7,000 mortgage, he would 
have to report the entire gain in the 
one year because he has received 


more than 30% of the $14,000 in the. 


taxable vear. But there is nothing 
to prevent him from receiving $4,000 
now and $3,000 on January 2, 1946. 
In the taxable year 1945, he has re- 
ceived only $4,000, which is less than 
30% of $14,000, and therefore the 
transaction qualifies as an install- 
ment sale. 

However, in cases of installment 
sales, it is well to remember that a 
certain risk is involved. The tax- 
ability of future installments is gov- 
erned by the law in effect when these 
installments are received and not by 
the law in effect when the transac- 
tion was consummated. 

In the above example, the tax- 
payer will receive $3,000 in 1946, of 
which 50% will be taxable. But if 
this section is repealed in 1946 and 
all installments are held to be ordi- 
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nary gain, the taxpayer then would 
have to pay tax on $3,000 of ordinary 
gain. On the other hand, it is con- 
ceivable though not likely that the 
capital gains provisions may be re- 
pealed or the alternative tax rate 
even further reduced. To that extent 
the taxpayer would get the benefit 
of any repeal or any reduction in 
rate. 

An analogous situation exists with 
respect to the net operating loss de- 
duction. In determining the amount 
of the net operating loss the tax- 
paver doesn’t compute it on the 
basis of the law in effect in the vear 
in which he sustained the loss, but 
he computes it in accordance with 
the law in effect in the year in which 
he wants to use that loss. 

A common situation which you 
are likely to meet is the case of the 
taxpayer who has a_ prospective 
short-term gain. He doesn’t want to 
sell because the gain is taxed as 
ordinary income, and yet he doesn’t 
want to “miss the market”. Can the 
taxpayer have his pie and eat it too? 
The answer is yes. 

There are two situations. The first 
is where he wants to postpone the 
gain to 1946, and second and usually 
the more important one, is where he 
wants to convert the short-term 
profit into a long-term profit. To 
accomplish either result the taxpayer 
sells the stock short. In 1946 he 
closes this short position by either 
covering or by delivering his long 
stock. 

Every closing out of a short posi- 
tion by repurchase is a short-term 
transaction. This is so because the 
holding period is at best oniy a few 
days from the date of purchase to 
the date of settlement. The date of 
the original short sale is of no signi- 
flance. 

However, when long stock is used 
to close a short position, the gain is 
either short-term or long-term de- 
pending upon length of time the long 
stock was held. The time interven- 
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ing between the short sale and the 
date of covering is of no importance. 

It should be borne in mind that 
the procedure regarding short-term 
gains may also be applied to short- 
term losses. The principle is exactly 
the same. 

No. discussion of control of se- 
curity profits and losses would be 
complete without mention of Section 
118. This section disallows losses on 
wash sales as defined therein. It does 
not affect gains made under similar 
It often happens that 
a taxpayer has capital losses which 
are of no immediate benefit to him. 
lle may have appreciation in other 
securities. Ile can sell the securities 
at a gain and immediately repur 
chase them. he 


circumstances. 


gain would be off 
sect by previous losses and the net 
is that the stock on which a 
vain was recognized has a_ higher 
basis for subsequent resale. 

In making any definite plan for es 
tablishing capital gains or losses the 
taxpaver should take into considera 
tion the capital net loss carryover 
provision and the net loss limitation 
ot $1,000. 

Cash basis taxpayers to a large 
extent may control ordinary income. 
This is particularly true of those en 

. as 


SeTVICES. If fees, 


gragved in rendering 
cOmMMIssions, et are received in 
1945, thev are of course subject to 


this vear’s rates, but if thev are re 


ceived in 1946, the income will be 
taxed at lower rates. lLegitmate 
nethods will obviously suggest them 
selves to the taxpayers to insure re 
ceipt of fees in 1946 instead of in 


19-45, 


Accrual Basis Taxpayers 


Paxpavers on the accrual basis do 
not have the same flexibility as those 
on the cash basis. Income must be 
included in the year in which the 
right to re¢ eive it arises, and expen- 
ses are generally deductible when 
the lability to pay becomes fixed, 
even though the amount is not defi 


nitely ascertainable. Strictly speak- 
ing, there is no such thing in the 
Code as a pure cash basis or accrual 
basis. There are many items which 
accrual basis taxpayers are required 
to account for on the cash basis and 
there are many items that the cash 
basis taxpayer may treat as if he 
vere on the accrual basis. It is im 
portant from the point of view of 
“tax control” to know these differ 
ences and to apply them when pos- 
sible. 


\crual basis taxpayers may bene- 
fit by the recent Supreme Court de- 
cision in Dixie Pine Products (320 
US 516-1944). This case involved the 
question as to when a contested tax 
is deductible. The Court held that 
on the accrual basis a contested tax 
is not deductible until there is a final 
determination of liability upon the 
taxpaver and the vear of final deter 
mination is the proper vear for de 
duetion—not the vear when the tax 
was assessed. This reasoning would 
naturally apply to any item of ex- 


DESC. 


However, in a recent Court of 
Claims decision Chestnut Securi 
ties Co.—the taxpayer paid the as- 
sessment and then sued for refund. 
The government claimed that under 


$ ] 
ae 


1 


the Dixie doctrine the tax isn't 

ductible until the year of final de 
termination. The Court of Claims 
held that the vear of payment was 
the proper year for the deduction. 
Paxpavers who are now involved in 
litigation should consider the advis 
bility of payment in 1945, especial 
ly those subject tO: -CXCESS profits 
taxes. \s an example, if a taxpayer 
is contesting a claim of $25,000, and 





is subject to excess profits taxes, he 
is much better off settling the claim 
this vear for $10,000, than next vear 
for $4.000. ; 
The Dixie Case may also be used 
to advantage when the deduction in 
a given vear is not desired. If there 
is a bona fide reason for contesting 
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the payment, the deduction could 
be postponed to a future vear. 

One of the items for which accrual 
basis taxpayers are required to use 
the cash basis is contributions. It is 
true that not too many corporations 
are concerned with the 5% limita- 
tion. If such a situation should arise 
the Corporation can give a pledge 
or a note and so transfer the deduc- 
tion to a future vear. 

Another item that is deductible on 
the cash rather than the accrual basis 
is advertising under the following 
circumstances. If the taxpayer em- 
barks on a campaign which he feels 
will benefit him over a period of 
vears, he is not permitted to charge 
off the advertising over the esti- 
mated period but must take the en- 
tire deduction in the vear in which 
the advertising expense was incur- 
red, 

Even as to income, there are many 
situations where the accrual basis 
taxpayer must report it on the cash 
basis. One of the most indefensible 
practices of the Bureau is to tax ad- 
vance income in the year of receipt, 
even though the taxpayer is on the 
accrual basis. If a landlord in De- 
cember, 1945 receives rent for 1946, 
the receipt is considered taxable in- 
come in 1945. The only exception to 
this rule allowed by the Bureau is 
in the case of magazine subscrip- 
tions. The income may be prorated 
over the term of the subscription 
provided that the expenses in con- 
nection with such income are like- 
wise prorated. 

As to dividend income the best 
authority is that it is taxable in the 
vear in which received, although the 
record date or date of declaration 
may have taken place in a prior vear. 
Thus a dividend declared December 
15, 1945 to stockholders of record 
December 26, 1945, and payable 
January 5, 1946, is income in the 
vear 1946. See Tar Products Corp. 
CCA-2 1942, and American Light & 
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Traction Co. 3TC 1048; Koppers 
Co. Mem TC 2/29/44. 

The accrual basis taxpayer may 
exercise a great deal of tax control 
even over ordinary income, and this 
is probably the most important phase 
of vear-end adjustments. The most 
effective way to stop making money 
is to stop business and I think there 
is visible evidence of this slow down 
at present. It is difficult to see how 
taxpayers subject to the excess 
profits tax can be expected to keep 
their business going at a normal 
tempo when there is such a tremen- 
dous difference in tax rates. It is 
my opinion that the process of re- 
conversion could have been stimu- 
lated if the reduction in tax rates 
were effective October 1, 1945 in- 
stead of January 1, 1946. 

On the other hand it is to the ad- 
vantage of the taxpayer to acceler- 
ate such items as reduce income, as 
sales returns, credits, allowances 
and claims, and quantity discounts. 
Where there are disputes with cus- 
tomers, it is advisable to settle them 
this vear, and to write off bad debts. 

As to closing inventories, utmost 
care should be taken in arriving at 
conservative valuations. Previously 
almost any merchandise could be 
sold; today the taxpayer is faced 
with a different condition. Particu- 
lar attention should be given to war 
goods and substitute merchandise. 
It should be borne in mind that the 
taxpayer cannot change his method 
of inventorying without the consent 
of the Commissioner. 

As previously pointed out, one 
election the taxpayer has is the 
choice of a fiscal or calendar vear. 
This is particularly of interest to 
partnerships which were organized 
in 1945. In most cases it will be 
found to be desirable to have the 
partnership close its books on a fis- 
cal year basis ending in 1946. The 
reason for this is that the partners 
include the partnership income in 
the vear in which falls the close of 
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Thus in the 
ve initial period 
nuary 31, 1946, the partners 
j income in 
h most 


I] the income mav have been 
( ed in 1945, ‘Test uwlculations 
| ld be made to determine which 
basis will be most favorabl the 
narinerc 





8 000 


) i Sa Oe es ae 10.000 
ixed Assets Net.. 72.000 
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120,000 


1at the corporation's 


1 


SIS 


mventory IS) GOT S24,000 
: Ee) ae hat cet - f 
as ava ~ N¢ veel ership isis) OT 
$40,000 so that its taxable gross 


$16,000 more than mav 


protit will be 


] 1 pe e 
v shown on the corporation’s books 
(Jn the tl er ha dsthe a¥ Sis for he 
Receivables Net ........ S 8,000 


10.000 


72.000 


8$120,000 


I tl situation the inventory 
S1S is te ec im trom $40,000 to 
$72,000 so that the tax return should 
show $32,000 less gross profit thar 
the books. The fixed asset basis will 
be re ( m S72?.000 to S38.400. 
j 


deterrent for new partnerships and 
many existing 


revert 


will cause 


ships to 


partner- 
to the corporate 
form. In with partner- 
ship dissolutions and formation of 
corporations, it is well to keep in 
GGA 20,251. 


connection 


mind the tax eftect 
.~s | ; 
this provides tl 
» assets are 


| 
+ 1 
oO the 


to partners, the aggregate S1S 
the assets is the same, but there 
be a redistribution of the lues 
particular assets. The GCM 
- in eftect that the basis of < 
sset in the hands ot ; 
ess rporation, is that pr 
tage he total basis as the fai 
ket lu the particular sset 
the total tair arket value ¢ 
the assets. The following set « 





Total Times 


S$120.000 





S 8.000 D% 6,000 
532,000 20% 24 000 
120,000 To% 90 000 


$160,000 100% $120,000 


has increased trom 
872.000 to S90,000. 


t 


1 xed assets 

he opposite effect may be 
chieved as illustrated in the follow- 
ing example, using the same partner 
ship but showing different fair mar- 


S 8,000 S% S 
60% 


32% 


9 600 
60,000 
32,000 


72.000 
38 400 
$100,000 


100% $120,000 


Pes 
values will in mos ses be different 
rom book values, the effect of this 


taken into consideration before anv 
conversion is attempted 
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Controlled Situations 


It is readily understandable that 
ie Bureau will scrutinize all trans- 
lated taxpayers. 
Some recent cases are worthy of 
mention. In Tri Lakes Steamship 
Co.—CCA-6 Jan., 1945, the taxpayer 
all cash on the liquidation 


th 
ul 


actions between rt 


its subsidiary under 112 (b) (6). 
That section p1 les that no gain 


or loss is recognized where property 


is transferred to a parent company 
n full cancellation of the subsidiary 
stock. The Bure held cash is 
not property and that gain is recog- 
nized to the extent of the cash re 
ceived. The Court ruled that cash 
is property and that the liquidation 
Was tax-free to the parent 


\ fine example of tax control was 
shown in the recent case of Com 
missioner 
CCA-3 9/2/45. This was another 
case of a 112 (b) (6) liquidation but 
here the taxpayer did not want a 
tax-free exchange. Taxpayer owned 
90% of the stock of the subsidiary, 
and under this section a prospective 
loss of S£00,000 would not be recog 
iver Owl ed at least 
80% of the stock. Accordingly, the 
taxpayer, prior to plan of dissolu- 
tion, sold enough stock in a bona 
fide sale to its to reduce 
i 80%. The 
that Section 112 (b) (6) 
Was not applicable since the tax- 
paver did not own at least 80% of 


1 ° 
nized, since taxp 





adoption of 


liquidation, and the loss 


\n important decision under Sec 


tion 24(c) was recently handed 
down in P. G. Lake CCA-5 4/17/48. 
lhis Sect101 adisatiows deductions 


1 7° 
terest and ex] nses acerued in 


£4 es 
iders 





such expenses are id within 
lose 1e vear. The Tax Court in 
me s cases has held that if the 
M n was strong enoug! 

i; J4L6 


financial position to make the pay- 
ment, or even if it were able to bor- 
row the money, there was construc- 
tive payment. The Fifth Circuit in 
this case stated that the language in 
the section is clear—the deduction 
must be paid within the prescribed 
period. It is not enough that the 
corporation could have paid it if it 
so desired. Vhere must be actual 
payment. 
~ Seetion 24(b) prohibits deduction 
of losses between related taxpavers. 
\When related taxpavers engage in 
series of transactions or sell a 
‘urities, each transaction 
and each item in the package must 
he treated separately. If it results 


In a loss, it will be disallowed : if 


block of se 


+ 


cain, it will be taxed. In the case ot 
Morris Investment Corp. 5 TC No. 
65, the Corporation sold to its con- 
trolling stockholder securities for 
$131,400 which cost it $131,600, sus- 
taining a net loss of S200. The vains 
totaled $16,900 and the losses totaled 
$17,100. The losses of $17,100 were 
disallowed and the gains of $16,900 
were taxed. To the same effect SE. 
Lakeside Irrigation 41 BTA 892 
Aft’d CCA-5, 1942. In such a situa- 
tion the securities resulting in losses 
should be sold on the stock ex 
change. The loss will then be recog- 
nized. 
Under this same section losses be 
tween husband and wife a 
recognized, However, in the case of 
McWilliams 5TC No. 73, the loss 
was allowed under the following cir- 
Id the 


cumstances. The husband sol 
securities thru his broker. He then 





ve orders to the broker to buv the 
same quantity of stock for his wife’s 


account. The Tax Court allowed the 


loss on the ground that it was not 


lirect transaction between hus 
ra d wife 

\nother interesting case of a con 
Hed = situatic appears in_ the 


‘rown Cork. 4:-TC 19 Aft d €GA-s- 
1945. Here the parent company made 


bona tide sale of certain property 
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to its subsidiary at a substantial loss. 
Section 24(b) does not specifically 
cover such a_ transaction’ unless 
either corporation is a personal hold- 
ing company. The Tax Court denied 
the deduction on the basis that no 
economic loss had occurred. What 
the taxpayer once had in one pocket, 
it now had in another pocket. The 
disallowance of this loss has another 
aspect. The original basis is forever 
lost. If property costing $100,000 is 
sold for $10,000, no will be 
recognized under the above circum- 
stances. When the purchaser resells 
to an outsider for $15,000—-there is 
a recognized gain of $5,000 although 
here is an economic loss of $85,000 


to the group. 


loss 


An interesting situation existed in 
Gulf Shipbuilding Corp. Memo TC 
6/28/45. A subsidiary company of 
the taxpayer owned depreciable prop- 
erty used in business, and the parent 
was engaged in war work and could 
use this property in its activities. It 
purchased the property from the 
subsidiary at a substantial profit to 
the latter and then sought a deduc- 
tion for accelerated depreciation 
based on the cost to it. The sub- 
sidiary did no business for about a 
year after the sale and was thereafte1 
dissolved. The taxpayer viewed the 
plan as two distinct transactions 
one involving the sale and the other 
concerning the liquidation. The Tax 
Court, under the Dobson rule, held 
that the entire plan was in effect an 
outright dissolution of the subsidiary 
under 112 (b) (6) and that the basis 
of the assets in the hands of the sub- 
sidiary became the for the 
parent. Depreciation therefore was 
allowed on the original cost and not 
on the actual selling price, despite 
the tact that the subsidiary had al- 
ready paid a tax on this profit. 


basis 


Chis year taxpayers have seen the 
Gregory case applied in what many 
thought were “safe” transactions. 
hese decisions affect recapitaliza- 
tions and before any plan is adopted 

» 


t 


these cases should be carefully read 
and understood. In several instances 
taxpayers thought it more desirable 
for their corporations to have bonds 
or notes outstanding rather than pre- 
ferred or common stock. Since inter- 
est is deductible and dividends are 
not it is obvious why the change 
was sought. 


In three decisions this vear, Adams 
5 TC No. 40; Bazley 4 TC No. 108; 
and Heady Mem TC 7/28/45, the 
lax Court held that the exchange of 
notes and bonds for stock was not 
a tax-free recapitalization, and the 
bonds or notes received by the stock- 
holders constituted a taxable divi- 
dend to the extent that earned sur- 
plus existed. The Tax Court agreed 
that there business purpose 
present, but it was the business pur- 
pose of the stockholders, not of the 
corporation. It stated that only 
where there is an actual benefit to 
the corporation will a tax-free re- 
capitalization be recognized. For a 
case in point see Annis Furs 2 TC 
1096 involving exchange of new 6% 
debentures for old 614% preferred 
stock. 

Ordinarily, when a creditor settles 
an obligation for less than face value 
and he is insolvent both before and 
after the deal, no gain is recognized. 
Our Second Circuit does not agree. 
In Fifth Avenue-14th Street Corp. 
CCA 2-1944, such gain was taxable 
under the following circumstances: 
The figures cited are not the actual 
but serve to illustrate the 
theory. The taxpaver’s assets cost 
$50,000.— were worth $30,000 and 
were subject to mortgage bonds of 
$40,000. The taxpaver was able to 
buy $10,000 of participating certifi- 
cates for $7,000, realizing a gain of 
$3,000, and its actual deficit was re- 
duced from $10,000 to $7,000. The 
Court concluded that the taxpayer 
realized a gain of $500 and reasoned 
this way. The mortgage was worth 
15% of tace value. When it bought 
$10,000 face value for $7,000 it pur- 
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chased $7,500 real value (75% of 
$10,000) for $7,000 and therefore had 
a taxable gain of $500. 

This is of course an exception to 
the American Dental Co. decision 
(318 US 322-1943) involving for- 
giveness of indebtedness. Taxpayers 
since 1939 had the option of avoid- 
ing the tax on such gain by comply- 
ing with Section 22 (b) (9). The 
above case involved 1935, 1936, 1937, 
but it 1s important as an apparent 
limitation ot the scope of the Ameri- 
can Dental decision. 

On item that requires careful plan 
ning is loss of equity in property 


through foreclosure, or sale for 


taxes. Such a loss is an ordinary 
loss but is deductible only in the 
vear in which right of redemption 


expires. Thus there is control as to 
the vear of deduction. If the loss is 
not sought this vear, no further ac- 
tion on the part of the taxpayer is 
Dut if it is desired to take 
1945 this result can be 
having the tax 


required, 
the loss in 
accomplished 1 
paver give a quit claim deed or re 
lease his right of redemption. The 
important point to remember is that 
must be received 
would make the 
transaction a sale or exchange and 
the loss a capital loss, not an or- 
dinary loss. .\n ordinary loss may 
also be established by abandonment 
of title, but that becomes a factual 
matter which sometimes is difficult 
to prove. However, such losses have 
been allowed where properly sub- 
stantiated. 

That losses to be 
be real in the economic 


no consideration 
tor this as ‘that 


deductible must 
as distin- 


vuished from the legal sense was 
illustrated in Horne 5TC No. 27. 
The taxpayer owned a seat on the 
Coffee Exchange which cost him 


$24,000 and he arranged a sale of 
his membership for $1,000. A few 
davs prior to the sale he bought 
another seat for approximately 
$1,000. He claimed a $23,000 
The Bureau disallowed it, claiming 
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loss. 


it came within the scope of Section 
118 dealing with wash sales. The 
Tax Court upheld the Commissioner 
but on a different theory. The Court 
said it wasn’t a wash sale because 
membership in an exchange is not 
a security. But it disallowed the 
loss as a sham since the taxpayer 
Was in no worse economic position 
after the sale as he still owned 
one seat on the exchange. Actually 
the taxpayer is in a worse position 
because when he ultimately sells 
that seat his cost basis is $1,000 
not the original $24,000. 

An inequitable but probably cor- 
rect technical decision was reached 
in the case of Maransky 5TC No. 
46, The taxpaver required large 
quantities of wool in his manufac- 
turing business and in connection 
with such activities bought wool 
futures. Before the futures came 
due he discovered that the wool 
Was inferior and was not suited for 
his use. He therefore sold his 
futures at a loss of $80,000 which 
he claimed as an ordinary loss. The 
‘Tax Court held it to be a capital 


loss. Here again is a_ situation 
where tax planning would have 


made a tremendous difference. If 
the taxpayer had accepted delivery 
of the wool and then immediately 
sold it, the would have been 
one in connection with his business 
operations and would have consti- 
tuted on ordinary loss. 


loss 


Another important case involving 
the use of tax control is Block v. 
Commissioner CCA 9-1945. This 
decision concerned the proper basis 
for cost of securities received in a 
reorganization. The general rule in 
these situations is that the number 
of shares received is divided into 
the total cost of the old stock and 
and an average price is arrived at 
which is to be used for determin- 
ing gain or loss on subsequent sale 
of the new stock. The taxpayer in 
this situation made an attempt at 
actual indentification. He took the 
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lowest numbers of the old stock 
and matched them with the lowest 
numbers of the new stock. The 
Court held this was sufficient iden- 
tification to make the average cost 
inapplicable in the circum- 
stances. This is just one decision 
and I believe that in the situation 
where a taxpaver has securities that 
have been acquired at materially 
different prices, the safest plan 
would be to make an individual ex- 
change of each certificate. There 
could then be no question of iden- 
tification. 


basis 


Recently the Supreme Court de- 


cided a case which strikingly sets 
forth the advantages of tax plan- 
ning and which shows the dire re- 


sults of lack of such planning. In 
Court Holding Co. (324 US 331- 
1945) the question before the Court 
was who sold the property—the cor- 
poration or the stockholders? The 
were that the taxpayer cor- 
poration negotiated for and made 
an oral agreement with respect to 
the sale of its property. Its counsel 
advised it that this was not the 
best way to consummate the deal 
as the corporation would be subject 
to a tax on the profit and the stock- 
holders would also pay a capital 
gains tax on the net proceeds at 
the time of liquidation of the cor- 
poration. Accordingly the corpora- 
tion was first dissolved, the prop- 
erty was transferred to the stock- 
holders as a liquidatng dividend and 
a written contract for the sale of 
the property was made by the 
stockholders. The Bureau and the 
lax Court held the corporation tax- 
able on the profit; the Florida Cir- 
cuit Court reversed, and the Sup- 
reme Court again reversed, sustain- 
ing the Commissioner. The Sup- 
Court concluded that the 
stockholders were acting as agents 
£ the corporation and that the gain 
was the corporation’s. 


facts 


reme 


In many instances such an unfor- 
tunate result may be avoided where 


the purchaser is a taxpayer other 
than a corporation. In closely held 
corporations it is sometimes difficult 
to definitely determine whether ne- 
gotiations are carried on by the 
officers as emplovees of the cor- 
poration or in their own behalf as 
stockholders. In such situations the 
safest procedure is for the officers 
to arrange to their stock in 
the corporation based on the mar- 
ket value of the corporation’s prop- 
erty. There then can be no question 
as to who made the sale. As 
as the purchaser acquires the stock 
he can dissolve the corporation and 
the basis to him will be the fair 
market value of the property re- 
ceived which should result in 
neither gain nor loss to him since 
that is presumably what he paid 
for the 


sell 


soon 


stock. 

This procedure may also be effec- 
tively used with a corporate pur- 
chaser where the assets of the sell- 
ing corporation have depreciated in 
value. The purchasing corporation 
could. then dissolve its subsidiary 
under 112 (b) (6) and acquire the 
higher basis of the assets. [For ex- 
ample, X corporation owns real es- 
tate costing it $500,000 which is 
now worth $300,000. The stock- 
holders sells their stock to Y cor- 
poration for $300,000. Subsequently 
Y corporation dissolves \ corpora- 
tion. For purposes of gain or loss 
and depreciation, the basis of the 
property in the hands of Y 
poration is not the purchase price 
$300,000 but X’s $500,000. 
\When the property has appreciated 
in value, the purchase of stock by a 
corporate taxpayer is not recom- 
mended. 


CcOr- 


cost 


In view of the tremendous real 
estate activity this vear there is one 
matter that should receive careful 
attention, and that is the proper tax 
treatment of real estate tax appor- 
tionment as between buyer and 
seller. It is possible for the seller 
to deduct the entire tax even though 
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he paid none of it, and for the pur- 
chaser to deduct the entire tax 
despite the fact that he assumed 
only part of it, and the reverse is 
also true. The Supreme Court re- 
cently in Magruder v Supplee (316 
US 394-1942) held that the pur- 
chaser of real estate who pay taxes 
after date of acquisition is not en- 
titled to any deduction for taxes 
which either were a pre-existing lien 
or a personal liability of the seller 
at the time of sale. As a glaring 
example of the inequitable results 
that flow from this decision sup- 
pose that a taxpayer purchased 
property on January 31, 1945 and 
that the lien for tax accrued on 
January 1, 1945. The purchaser 
would assume and pay 11/12ths of 
the 1945 tax but in accordance with 
the above decision he would not be 
entitled to any deduction. The 
amount paid would be considered 
additional cost of the property. 
On the other hand, the seller al- 
though assuming and paying only 
1/12th of the tax is entitled to the 
entire tax as a deduction and he 
must then add the other 11/12ths 
to the selling price. A purchaser 
made effective use of this doctrine 
in LeRoy 4 TC 9. In this case the 
tax was not a lien and consequently 
the entire vear’s tax paid by the 
purchaser was allowed in full al- 
though he had possession of the 
property for only three months. The 
taxes for the nine months were 
credited to the purchase price. 


Miscellaneous Items 


There are many other situations 
in which “tax control” can play a 
useful part. Time does not permit 
of a detailed discussion of them but 
no discussion would be complete 
without at least a reference to them. 

Loss allowed stockholder on sur- 
render of his stock to corporation 
(Miller 45 BTA 292). 


Sale or exchange of propertv used 
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in business. Taxpayer has choice of 
taxable or nontaxable result. 

Redemption of note bought at 
discount is ordinary gain. If note 
is sold before redemption it is capi- 
tal gain. 

Recoveries under Section 22(b) 
(12) and T.D, 5454 generally not 
taxable. 

Dividends in kind paid in prop- 
erty which has appreciated in value 
do not result in gain to corporation. 
(General Utilities Operating Co. 
296 US 200). If assets have depre- 
ciated they should be sold and pro- 
ceeds distributed as dividend. 

There is no gain realized on prop- 
erty which has appreciated in value 
and which is used to make an al- 
lowable contribution. The market 
value is the amount of the deduc- 
tion. Conversely, if the property 
has depreciated it should be sold 
and contribution made with pro- 
ceeds. 

For substantial taxpayers use of 
irrevocable charitable — insurance 
trust is recommended. Insurance 
premiums are deductible as con- 
tributions, and corpus 1s not part 
of grantor’s estate. 

Compensation for services ren- 
dered over a jong period may be 
favorably taxed under Section 107. 

In Florida, Maryland, Michigan, 
Missouri, New York and Pennsyl 
vania, property may be held as 
tenants by the entirety and the in- 
come is divided equally between the 
spouses. 

Do not overlook special treatment 
of non-business bad debts as short 
term capital losses, and favorable 
treatment of partial bad debt deduc- 
tions. 

Depreciation may be computed on 
other than straight line * methods. 
The Bureau has allowed deprecia- 
tion up to 150% of the amount de- 
termined by straight line method, 
when declining method is used. 

On the sale of depreciable prop- 
erty the basis will be adjusted for 
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depreciation allowed or allowable, 

whichever is higher. If the taxpayer 

failed to take sufficient depreciation 

in prior years, it is possible that 

an apparent may be converted 
actual gain. 


loss 
into an act 

\When property is bought on the 
inst the interest ele 
ment should be indicated separately. 


If possible each installment should 
; : 
thee bat 


Iment plan 


erest as a separate 


Stock transfer taxes are deducti 


ble as non-business expenses. They 
should not be treated as an offset 
sales Price 

Section 125 permits deduction as 
rdinay loss of amortization of 
bond premiums. Otherwise loss on 
redemption 1s a capital loss. 

Benefits may be obtained om 
proper application of election as to 
treatment of « ne charges set 

rtl n Section 24 (a) (7) 


Payment for cancellation of lease 
full when paid. 
Rents received in advance even 


basis 1S income in 


duetible in 


le accrual 
the vear in which received. 


Depreciation or amortization 1s 


spread er term of lease without 
regard to renewal periods if there 
Was no certainty that renewal o] 
tl l olved would be exercised. 


rement of interest on 


" ] } 
Bonds may be 


Yearly im 
is Savings 
even by cash basis taxpayers. When 
| children or 
have no income, 
accrual can be without pay 
ment of tax currently or at matur 
ity. 

Exempt income is disregarded in 
determining if dependent has in 
come of $500 or more. However, it 
is considered in determining if the 


accrued 
yonds are in names of 
| who 


made 


( ependents 


16 


taxpayer furnished more than one 


half of support. 

Husband is not entitled to surtax 
exemptions for certain of wife’s 
relatives on a separate return, but 
would be allowed such exemptions 
on a joint return even if wife has 
10 income. 


Provision for an expense deduc 
ted in 
er found necessary 


Vear such 


prior years and now no long- 
Vv is income in the 
reserve liability is 


credited to profit and loss or sur- 
plus. Transfers of this nature should 
not be made in 1945 except under 


unusual circumstances. 


few words about 
the decedent ex- 
ercised incidents of ownership or 
| the premiums directly or in- 
directly, the are taxable 
s part of the 
the beneficiar\ 
out of his own funds t 


are not taxable. 


\nd finally a 


life insurance. If 
paid 
pr‘ ceeds 
a decedent's estate. If 
pays the premiums 
ne proceeds 


\When proceeds of life insurance 
are paid in fixed installments in- 
cluding interest element, the inter- 
est element is not taxable income 
to the beneficiary when the election 


for such mode of payment was 
made by the decedent. The Tax 
Court and our Second Circuit have 
also applied this rule even when 


the beneficiary made the election. 
(Katherine Pierce CCA 2-1944 \ff’d 
The Commissioner 


CC 832). does 


not agree. 

studiously avoided all 
family partnerships. 
The law on this subject is in a 
state of flux. For a splendid dis- 
cussion of this subject see Profes- 
the October 
York Certi- 


I have 


reterence tO 


ow’s article in 
issue of the New 
\ccountant. 
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Important Aspects of Refund Claims 
and Suits for Refund 


By SAMUEL JOYCE SHERMAN, C.P.A. 





@ is a serious mistake to regard 
the claim for refund and the suit 
for refund as separate, unrelated ac- 
tivities. Not only is the claim a neces- 
sary prelude to the suit, but it is the 
very foundation upon which the suc- 
cessful prosecution of the suit de- 
pends. 

Too many claims are faultily, su- 
perficially and carelessly prepared. 
The case books are full of decisions 
dismissing actions for the recovery of 
tax overpayments because of the in- 
sufficiency of the claims filed. Of 
what avail is it to have a meritorious 
claim if, in the end, the claimant is 
not permitted to prove it in court be- 
cause the claim filed fails to state 
facts. grounds and evidence essential 





SAMUEL Joyce SHERMAN, C.P. 
A., is a tax attorney, instructor 
of Federal income taxation at the 
College of the City of New York, 
lecturer at the Institute on Fed- 
eral Taxation, New York Univer- 
sitv, and author of a number of 


articles on tax subjects cited in 
leading tax works and court de- 
cisions. He was graduated from 


Columbia College in 1921 with the 
I. A. degree, later receiving the 
M. A. degree from the same insti- 
tution. He studied law at Brooklyn 


Law School, graduating in 1924 
with the L. L. B. degree, and was 


admitted to the New York Bar the 
following vear. He joined the So- 
ciety in 1928 and is currently a 
member of the Committee on I*ed- 
eral Taxation and Vice Chairman 
of the Committee on Professional 
Conduct. 
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to recovery? The preparation of a tax 
refund suit should properly begin with 
the filing of a valid, sufficient and 
timely claim for refund. 

The attitude of the courts has no- 
ticeably hardened toward claimants 
who do not comply with the require- 
ments of the statutes and the Treas- 
ury Regulations as to the form and 
content of refund claims. Pleas of 
waiver and estoppel are no longer 
viewed with the easy tolerance that 
marked the attitude of the Supreme 
Court some eighteen years ago, when 
it declared in the leading case of 
Tucker v. Alexander: 


“*  & The statute and the reg- 
ulations must be read in the light 
of their purpose. They are devised 
not as traps for the unwary, but 
for the convenience of government 
officials in passing upon claims for 
refund and in preparing for trial. 


l‘ailure to observe them does not 
necessarily preclude recovery. * * * 
If the Commissioner is not. de- 


ceived or misled by the failure to 
describe accurately the claim, as ob- 
viously he was not here, it may be 
more convenient and decidedly in 
the interest of an orderly adminis- 
trative procedure that the claim 
should be disposed of upon its 
merits on a first trial without im- 
posing upon government and tax- 
payer the necessity of further legal 
proceedings. We can perceive no 
valid reason why the requirements 


of the regulations may not be 
waived for that purpose.” 
Whether it be wartime conditions 


and the more urgent need to protect 
the government revenues or a mani- 
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Certif 
festation of judicial impatience with 
ctive clain Ss pressed betore the 
] lull seems to have 


Thus, in 


urts, 


} ] 
DaCkK, 


learned H 
omment : 
\ taxpayer who files a 
which does not conform with the 

; 


statute, takes lis chances that 1 


the protection of the revenues 
Refund Procedures 
avs in which a 


are three w 


secure a refund 


npaid 


(or a 
lity. for 


hiabi 





uthoritv to re 
rpayvment or allow a credit 
initiative, 
filed a 


lssioner 
fund an 
therefor, on his 
the 


ovel 


own even 


though taxpaver has not 


claim therefor. The Commissioner 
has exercised this power in many in- 
stances Where as a result of an exam- 


ination of the taxpaver’s return and 
Bureau has discovered 


1162 (1945), aff’ 144 F. 
ludicial Code, Sec. 151, 28 U. S.C. A 
°t. B.C. Sec:.322-(b) C1) 


(2d) 469 (C. C. A. 2, 


ied Public 


Accountant 


ent, but voluntary re- 


the r 


an overpayn 
funds and 
[ “hide r 


(Commissioner’s au 


ule. 
the 
to Brant re- 
claim has 
to the 
three 


credits 


are 


Section 


ion ‘ ~ 


ole 
thority 
ee Ae Se 
or credits, where ni 
therefor, is limited 


l 
tax paid within 


] 


funds 


heen filed 





rtion ol the 


ears before the allowance of the 
redit or refund and, under no cir- 
cumstances, can the Commissioner 

i; it after the tax- 


the safest 





ourse for a taxpayer to pursue is to 
file a claim for refund in all cases. 
(2) BR Sitil lf the ( ommisstoner 
has rejected 1 or has failed to 
t { tron on Vvitoin SIX } nths 
titer its filing, the taxpaver’s remed 
is to bring an action in court for re- 
over\ of the taxes OV paid. The 
ling of a proper clain retund or 
edit within the proper period of lim- 
tutions is a condition precedent to the 
untenance of such an action 
(3) By legislative acti Refunds 
may also be made through Congres- 


which 
ofa 


House in 


the payment 


iction. [ithe 
a bill is line 


. ‘ 
sional 


pen for 


claim against the United States may 
refer it to the Court « laims for a 
report on the facts and conclusions 
s to the — legally or equitably 


due from he - United States to the 


‘ 
t 
lant Le 


clan lative relief 1s usually 
slow and Pickin» is granted only in 


can- 
usual 


unusual 
not obtain 
remedies provided by 


cases where the claimant 
relief through the 
law. 


Importance of Claim For Refund 
timely 
four 


and 


; for 


‘tant 


filing ot a 
for retund is import 
reasons: 


The 
claim 
main 


(1) 


pro] er 


forbids the Com- 
credit 
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filing of a 
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from making a 
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(2) The filing of a claim for re- 
fund is an indispensable prerequisite 
to a suit in court. 

3) Recovery can be had only up- 
on the grounds specified in the refund 
claim.” 

(+) Ina tax refund suit, the claim- 
ant may be confined to the facts and 
evidence submitted in his claim for 


refund.‘ 


lL. 


Essentials of a Valid Claim 
For Refund 


The statutes and the Treasury reg- 
ulations, as construed by the courts, 
set up certain criteria for the prepara- 
tion and filing of a proper claim for 
refund. .\ brief summary of these 
re 


juirements follows: 
(A) Form of Refund Claim 
(1) It must be in- writings 
and under oath.’ 
(2) It should be filed on the 
prescribed Treasury form 
(lorm 843).° 
(3) A separate claim should 
be filed for each taxable 
year or perio ee 
(4) It should be verified by 
the taxpayer or his duly 
appointed agent. If 
signed by another than 
the taxpayer, there must 
be submitted with the 
claim proper evidence of 
authority.” 
(B) Content of Refund Claim 
(1) It should be set forth in 
detail each ground upon 
which refund is claimed.” 
2) It should set forth facts 
sufficient to apprise the 
Commissioner of the ex- 


"id. Ry @.Sec. 3272 ¢a) Ch). 


( 


act basis of the claim for 
refund.” 
(3) It should set forth all the 
evidence which the claim- 
ant intends to offer in 
court in support of his 
suit for refund. (This is 
a counsel of caution based 
on the rule of the Samara 
case discussed tfra.) 
(C) Claim Must Be Filed by 
Proper Party 
(1) Ordinarily, the proper 
person to file a claim for 
refund is the taxpayer or 
his legal representative. 

(2) The question as to the 
proper party-claimant has 
arisen in connection with 
minors, dissolved corpo- 
rations, affiliated corpora- 
tions, assignees, credi- 
tors, subri wees, where 
one person pays the tax 
for another, and other 
special situations. 


D) Where the Refund Claim 
Must be [iled 
(1) The claim, together with 
appropriate supporting 
evidence, must be filed in 
the office of the Collector 
for the district in which 
the tax was paid."” 


IE) When Refund Claim Must Be 
Filed 

(1) A claim for refund of 

income taxes must gen- 

erally be filed within 

three vears after the re- 

turn was filed or within 

two years after the tax , 

was paid, whichever ex- 

pires later.™’ For taxable 


* Reg. 111, Sec. 29.322-3; U. S. v. Andrews, 302 U. S. 517 (1938). 


; See discussion of d 


*Wrightsman Petroleum Co., et al. v. U. 


’ Sec. 29.322-3, Reg. 111. 
° Sec. 29.322-2, Reg. 111. 
‘1. R..C; See. 322 6h) CE). 
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loctrine of Samara case, at pages , infra. 


S., 35 F. Supp. 86 (Ct. Cls., 1940). 
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years beginning after 
December 31, 1941, a re- 
turn filed in advance of 
the due date consid- 
ered as filed on the due 
date. Likewise, advance 
payments are considered 
as made on the due date 
of payment or the due 
date the first install- 
ment thereof.?? 


is 


of 


(2) Special provisions dealing 
with time limitations on 
the filing of retund 


claims apply to situations 
where the taxpayer has 
executed a waiver ex- 
tending the period of as- 


sessment,!* claims relat- 


ing to bad debts and 
worthless securities,’ 
overpayments found by 


the Tax Court,’® war 
losses,’® claims arising 
from inconsistent posi- 
tion adopted with respect 
to prior treatment of an 
item of income, deduc- 
tion or credit,!” etc. 


Two things should be borne in mind 
in connection with the requirements 


outlined above. They were reiterated 
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pliance with the formal and procedural 
requirements set forth in the Treasury 
regulations, he is under no constraint 
to do so; on the contrary, “he may in- 
sist upon full compliance with his 
regulations” 


Informal Refund Claims: 


An informal claim may satisfy the 
statutory requirements if it is ‘more 
than a protest or a statement of an 
intention to file a claim later’.7’ An 
informal claim one that fails to 
comply with the formal requirements 
of the statute and regulations, such as 
making out the claim on the pre- 
scribed form, executing it under oath, 
setting forth the specific grounds and 
supporting facts, etc. Recognition of 
informal claims rests on the principle 
that the Commissioner has waived his 
right to object to the form of claim, 
its lack of particularity, or other 
formal defects.*? However, not every 
informal claim will stand up as a suf- 
ficient claim in the form originally 
filed or be susceptible to amendment 
after the expiration of the statutory 
period for the filing of a claim. 

Claims held to be insufficient—An 
informal claim for refund must at 
least allege overpayment of taxes, the 


is 


by the Supreme Court in the <ngelus . 
Millin Co. case!® decided in the amount thereot, the grounds upon 
spring of this year: (1) Statutory re- which refund is claimed, and a de- 
quirements, such as the statute of ™and for the return of the overpaid 
5 ° > cae . ~ Awae 2. ee een @ C rexay . > ote 
limitations on the filing of refund  [t@xes. Here are a I¢w of many in- 
claims. must be strictly observed: they formal claims that failed to meet the 
are “beyond the dispensing power of minimal standards of sufficiency : 
Treasury officials’. (2) While the \ letter which contained neither a 
Commissioner may waive literal com- statement of overpayment in any spe- 

"1. R. C. Sec. 322 (bh) (4), as amended by Rev. Act of 1942, Sec. 169 (a) 

“TIT. R. C. Sec. 322 (b) (3), added by Rev. Act of 1942, Sec. 169 (a). 

*T. R. C. Sec. 322 (b) (5), as amended by Rev. Act of 1943, Sec. 504. 

*T. R. C. Sec. 322 (d), as amended by Rev. Act of 1942, Sec. 169 (b). 

*T. R. C. Sec. 3804, added by Rev. Act of 1942, Sec. 507 (a) 

7 mR: ©. Sec: 3801. added by Rey Act of 1938, Sec. 820 

"65 S. Ct. 1162 (May 21, 1945) pee cases cited therein 

’ Kales v. U. S., 115 F. (2d) 497 (C. C 6, 1940), aff'd 314 U. S. 186 (1941). 

ee =i v. U. S., supra; Tucker v. Alexander, 275 U. S. 228 (1927) ; U. S. v. Andrews, 
t 

cited at note , Supra. 

* Julia A. Forhan y. Com’'r, 45 B. T. A. 799 (1941) 
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cified amount nor a demand for re- 
fund.?° 

A letter to the Commissioner stat- 
ing that the taxpayer would file a 
claim for refund later.* 

A mere declaration by the taxpayer 
that the claim was filed “‘to protect all 
possible legal rights of the taxpayer.” 
without setting forth facts as to the 
amount or nature of the claim.*4 

An amended return unsupported by 
a claim.? 

\ notation typed in on the tax re- 
turn, reading “paid under protest and 
refund demanded” was held to be de- 
ficient both as to form and lack of 
certainty and hence did not constitute 
a valid informal claim which could be 
amended after the expiration of the 
statute of limitations.” 

\ mere protest against the defic- 
lency asserted by the Commissioner.?* 

\ claim for refund on Form 843 
which does not state any grounds or 
facts as a basis for recovery.” 

A request for a ruling by the Com- 
missioner.” 

A closing agreement. 

An appeal to the U. S. Board of 
Tax Appeals with respect to an item 
disallowed by the Commissioner, on 
Which the claim for refund is predi- 
cated.*? 


Claims held to be suf ficient A 
Waiver executed by a taxpayer was 
held to be a valid informal claim 
which could be perfected by an 
amendment after expiration of the 
statutory period of limitation, when 


Carr Peterson v. U. S.,.24. A. F. T:.R: 
27 F. Supp. 608 (Ct. Cls., 1939) ; International 


(Ct. Cls., 1930). 


* Ordway; Ex nv. U..S., 37 F. (ad). 19:.¢G. 
*U.S. v. Felt Tarrant Mfg. Co., 283 U. S. 


* Mim. 2764, 4 C. B. 332 (1921). 
** Lincoln Cotton Mills Co. 


the waiver was filed at the Commis- 
sioner’s request in response to a com- 
munication notifying the taxpayer of 
a determination of an overassessment 
and such waiver was accepted and 
treated by the Bureau as an informal 
claim.*? 

Where, during the pendency of lit- 
igation over deficiencies in prior years, 
the taxpayer informed the Commis- 
sioner that the same question was in- 
volved in tax liability for later years, 
it was held that the taxpayer had filed 
informal claims by writing on the back 
of two checks delivered to the col- 
lector “this check is accepted as paid 
under protest pending final decision 
of the higher courts.” .\ formal re- 
fund claim subsequently submitted 
after expiration of the statutory period 
of limitation was held to be a_per- 
fection of the informal claim. The 
court observed that refund claims, 
whether formal or informal, are not 
required to be filed with the Commis- 
sioner and the Collector's failure to 
forward the claim to the Commis- 
sioner or advise him of the contents 
thereof did not render the claim void 
or ineffectual.** 

A\ letter written by the taxpayer to 
the collector and lodged with the 
Commissioner, challenging the validity 
of a jeopardy assessment on the 
eround that a valuation of stock de- 
termined by the Commissioner’s pre- 
decessor in office was unalterable and 
asserting alternatively a right to re- 
fund in the event that the earlier val- 
uation of the stock should be set aside 


1233 (D. C., Okla., 1939); Carver v. U. S., 
Arms & Fuze Co. v. U. S., 37 F. (2d) 771 


C.A..2, 1930). 
269 (1931). 


v. U. S., 53 F. Supp. 309 (Ct. Cls., 1944). 


* Tulia A. Forhan vy. Com’r, cited at Note 21, supra; Stimpson Computing Scale Co. 


v. Lucas, 39 F. (2d) 473 (D.C. Ky., 1927). 


*U. S. ex rel. Endicott et al. v. Mellon, 39 F. (2d) 505 (C. A. D. C. 1930). 
* Baltimore & Ohio R. R. Co. v. U. S., 260 U. S. 565 (1923). 
° McLaughlin v. Dean Witter & Co., 69 F. (2d) 259 (C. C. A. 9, 1934). 
* Stimpson Computing Scale Co. v. Lucas, cited at Note 27, supra. 
* Bonwit Teller & Co. v. U. S., 283 U. S. 258 (1931). 
Night Hawk Leasing Co. v. U. S., 18 F. Supp. 938 (Ct. Cls., 1937). 
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Bureau, and stating that “if 

reason a revaluation shall be 
had” taxpayer “‘will insist” that the 
was greatly undervalued, that 


by the 
for any 


Sto k 
the tax paid was correspondingly ex- 
cessive, and “will claim the right to a 
refund” to the extent of such excess, 
was held to be a valid informal claim. 
An amended formal claim, 
quently filed after expiration of the 
statutory period of limitation, was 
held to be merely a perfection of the 
timely informal claim previously filed 
Despite the fact that the informal 
claim was couched in the future tense, 
the Court did not consider it to be in 


subse- 


the nature of a declaration to assert 
a claim in the future, but “fas an 


assertion of a present right.’”*4 


Amendment of Claim 


that new 


It frequently happens 
which 


gro inds or facts are discovered, 
either entitle the taxpaver to a greater 
refund than that originally demanded 
or further sustain the claim already 
filed. The question considered here 
is: When may a claim for refund be 
amended : 


(A) Amendment prior to expira- 


tion of statutory period 
\ taxpayer may amend his original 
claim, as a matter of right, at any 
time before the expiration of the stat- 
the filing 
amendment 


utory period applicable to 
of retund claims The 
mav take the form of an amended or 
supplemental claim or aon 
The statute does not limit the number 
of claims that may be filed. 


lew claim. 


(B) sfmendment after expiration of 
statutor\ Peri Tel 

Phe dithculty encountered in most 

is where the taxpayer attempts 

to file an amended claim after the 

statute of limitations has expired. The 


CASCS Is 


question turns on whether or not the 
‘U. S. v. Kales, 314 U. S. 186 (1941) 
U.S. v. Andrews, 302 U. S. 517 (1938). 


288 U.S. 62 (1933) 


original claim filed was general or 
specific in setting forth the grounds 
and facts upon which recovery is 
sought and the consequent 
the matters requiring investigation by 
the Commissioner. The rule has been 
stated by the Supreme Court in a 
as follows: 


scope OT 


leading case,*° 


“Where a claim which the Com- 
missioner could have rejected as toc 
veneral, and as omitting to specif) 
the matters needing investigation. 
has not misled him but has been the 
basis of an investigation which dis- 
closed facts necessary to his action 
in making a refund, an amendment 
which merely makes more definite 
the matters already within his 
knowledge, or which, in the course 
of his investigation, he would nat- 
urally have ascertained, is permissi- 
ble. On the other hand, a claim 
which demands relief upon one as- 
serted fact situation, and asks in- 
vestigation of the elements appro- 
priate to the requested relief, cannot 
be amended to discard that basis 
and invoke action requiring exam- 
ination of matters not germane to 
the first claim.” 


The application of this rule to con- 
crete cases decided by the courts will 
now be illustrated. 
(1) Particularizing amendments of 
The claim filed by the 
taxpayer in U. S. 7. Memphis Cotton 
Oil Co* was certainly general 
enough. All that it set forth was the 
amount of tax paid, the correct 
amount of tax alleged to be due. and 
claimed to have been 
Commissioner could 
have rejected the claim for failure to 
state the facts and grounds upon 
which the retund was demanded, but 
he didn't. Instead, he made a com- 
plete ‘investigation and audit of the 
taxpavers books for the taxable vears 


veneral Clans 


the difference 
overpaid. The 


Ja mary 





or 
1ds 
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involved, which confirmed the fact 
that the taxpayer had overpaid its 
taxes. Thereaiter, the Commissioner 
notified the taxpayer that he was 
going to reject the claim for failure 
to specify the grounds for refund as 
required by the regulations. How- 
ever, before the Commissioner issued 
the ‘formal notice of rejection, but 
after the statute of limitations had 
run, the taxpayer filed an amended 
claim in which the facts were set 
forth in detail. The Supreme Court 
held that the amended claim was 
properly filed. The amendment did 
not constitute a new claim; it merel\ 
perfected the old claim by filling in 
the gaps. Since the Commissioner 
considered the old claim on the merits 
and had made an audit of the tax- 
payer’s books coextensive with the 
generality of the old claim, he could 
not object to the amendment curing 
the formal defects of the old claim. 


The Memphis Cotton Oil Co, case, 
supra, therefore, stands for the rule 
that a general claim timely filed may 
be amended after the period of limi- 
tation by specifying the grounds, if 
such amendment is made prior to final 
rejection of the claim by the Commis- 
sioner.*? However, once the claim has 
been rejected and, therefore, is not in 
existence as a claim before the Com- 
missioner, it cannot be amended after 
the expiration of the statute of lim- 
itations.*§ 


In Baltimore & Ohio R. R. Co, v. 
U. S.,°° the taxpayer’s claim for re- 
fund was specific as to certain items 
of which the taxpayer had knowledge, 
and general as to other items with re- 
spect to which both the taxpaver and 
the Commissioner expected to receive 
additional definite information upon 
completion of the examination of the 








See U. S. v. Factors & Finance Co., 
v. Rose, 289 U. S. 373 (1933). 


* Elbee Chocolate Co. v. U. S., 63 F. (2d) 


taxpayer’s books and records by the 
Bureau of Internal Revenue then in 
progress Upon being advised of the 
results of the Bureau’s examination, 
the taxpayer filed amendments of its 
original claim setting out additional 
specific items disclosed by such exami- 
nation. Under the peculiar facts of 
the case, the amendments were held to 
be proper even though filed after the 
statutory period for filing. Lest the 
decision be mistaken for a blanket en- 
dorsement of the practice of perfect- 
ing careless and loosely worded re- 
fund claims by later untimely amend- 
ments, the court said, “We do not 
mean to be understood as saying that 
a taxpayer may play fast and loose 
with its claims for refund. 


(2) Broadening amendments with 
respect to specific claims—The second 
part of the rule enunciated by the Su- 
preme Court in the Andrews case, 
supra, may be illustrated by the facts 
of that case. There, the taxpayer in 
her original claim for refund de- 
manded recovery on the specific 
eround that she had failed to take de- 
ductions on her return for losses 
sustained on two worthless stocks. 
Subsequently, and after the statutory 
period of limitation, she filed an 
amended claim seeking recovery in a 
larger amount on the “ground that an 
item, reported on the tax return as an 
ordinary dividend, should have been 
treated as a capital gain. The amend- 
ment was disapproved by the court as 
an untimely attempt to set up an en- 
tirely new ‘ground for recovery or, in 
terms of legal pleading, a new cause 
of action. It has been held that the 
Commissioner lacked the statutory au- 
thority to consider such an amendment 
changing the cause of action, after the 
expiration of the period of limitation.” 


288 U. S. 89 (1933) ; Moore Ice Cream Co., Inc. 
473° CG. € Aaa. 1643). 


*° 38 F. Supp. 83, aff'd 124 F. (2d) 344 (C.C. A. 4, 1941). 


“ Citation at Note No. 35, supra. 
41 138 Ss. 
UJ. $.:028 (1938). 
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Henry Prentiss & Co., 288 U. S. 73 (1933); U. S. v. 


Garbutt Oil Co., 302 
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(3) Minor Amendments — Amend- 
ments made after the expiration of 
the statutory period are permissible, if 
they merely fill in minor details or 
correct mathematical errors, which the 
Commissioner would ordinarily dis- 
cover in the course of his investiga- 


tion of the facts set forth in the 


original claim. ‘Thus, it was held that 
an amendment requesting alternative 
relief on the basis of facts fully dis- 
closed in the original claim was 
proper.4?— Frequently, refund claims 
demand the return of a_ specified 
amount ‘‘or such greater sum as is 
legally refundable.” This “catch-all” 
phrase will ek recovery of an 
amount greater than the specitied sum 
only on the wrens set forth in the 
claim.** However, it will not validate 
an amendment aiter the bar of the 
statute to include entirely different 
erounds from those stated in the 
original claim.** 


Grounds Required to Be Stated 
In the Refund Claim 


Section 3772(a)(1) of the Internal 
Revenue io provides that no suit 
or proceeding can be maintained in 
any court for the recovery of an over- 
payment of tax “until a claim for re- 
fund or credit has been dulv filed 
with the Commissioner according to 
the provisions of law in that regard 
and the regulations of the Secretary 
established in pursuance thereof.” 


The statute is silent as to the form 
and content of a refund claim. How- 
ever, the Treasury Regulations pro- 
vide, inter alia: 


" Bemis Bros. Bag Co U. S., 289 U. S. 
F. W. Woolworth & Co. v. U. S., 91 F. 
\ . 1930) 
“U.S. vy. Andrews, cited at Note 35, supra; Guantanamo Sugar Co. v. U. 
25 


4 


Exec Mellon, 39 F. (2d) 505 (App. D.C 
supp. 252 (Ct. Cls. 1941). 

* Sec. 29.322-3, Reg. 111. 

“Idem. 


7. S. v. Andrews, 302 U. S. 517 (1988): U. S: v. 


(1938). 


Sere +; & Tarrant Mfg. Co., 283 U. S 
Trust er eae 309 U. S. 313 (1940); Red Wing Malting Co. 


626 (C. A. 8, 1936). 


“The claim must set forth in de- 
tail and under oath each ground 
upon which a refund is claimed and 
facts sufficient to apprise the Com- 
missioner of the exact basis there- 
of. 


It is of the utmost importance that 
the refund claim set forth each and 
every ground upon which recovery is 
laimed, for three reasons : 


(1) No refund or credit will be al- 
lowed by the Commissioner 
after the expiration of the stat- 
utory period of limitation for 
the filing of a claim for refund 
except upon one or more of the 
grounds set forth in a claim 
filed prior to the expiration of 
such period.** 


bo 


\ refund claim cannot be 
amended after the expiration of 
the statutory period of limita- 
tion to set up new grounds for 
recovery, unless it be clearly 
shown that the Commissioner 
has waived the requirements of 
the regulations as to the for- 
mality and particularity with 
which the grounds for refund 
are required to be stated.** 


(3) No recovery can be had in a 
suit for tax refund on grounds 
other than those stated in the 
claim for retund.** 


It has been held that a taxpayer 
may state as many grounds for refund 
as he wishes regardless of consistency. 
provided facts are disclosed on which 


28 (1933) 
(2d) -973°(C: C. , 1937) ; Endicott, et al., 


\ 


Garbutt Oil Co., 302 U. S. 528 


269 (1931); Real Estate-Land Title & 
v. Willcuts, 15 F. (2d) 
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the Commissioner may act.4® Accord- 
ingly, the safest and most advisable 
course to pursue is to set out in the 
claim every possible ground for re- 
covery that may be urged. 

While it is settled on the highest 
authority that literal compliance with 
the requirements of the Treasury reg- 
ulations as to the form and _partic- 
ularity of the claim may be waived 
by the Commissioner, especially where 
he has not been misled by the claim 
as filed, and has had full opportunity 
to investigate the merits of the claim,’ 
however, recent court decisions em- 
phasize the hazard of relying too 
strongly on waiver unless it can be 
clearly established by unmistakable 
proof. Thus, in the Angelus-Milling 
Co. case** decided by the Supreme 
Court on May 21, 1945, Mr. Justice 
l‘rankfurter stated: 


“Since, however, the tight net 
which the Treasury Regulations 
fashion is for the protection of 
the revenue, courts should not un- 
duly help disobedient refund claim- 
ants to slip through it. The show- 
ing should be unmistakable that the 
Commissioner has in fact seen fit to 
dispense with his formal require- 
ments and to examine the merits 
of the claim. It is not enough that 
in some roundabout way the facts 
supporting the claim may have 
reached him. The Commissioner’s 
attention should have been focussed 
on the merits of the particular dis- 
pute. The evidence should be clear 
that the Commissioner understood 
the specific claim that was made 
even though there was a departure 
from form in its submission. We 


” Kales v. U. S., 1S EF. (2d) 497° ¢¢. 


do not think that the petitioner has 

made out such a case here.” 
The Tax Court, in a recently decided 
case,”* observed; “The fact that the 
Commissioner was patient with the 
petitioner and had various conferences 
in an effort to obtain additional infor- 
mation does not show that the Com- 
missioner waived the defects in this 
claim.” 


Facts and Evidence Required to 
Be Submitted in Support of The 
Refund Claim 

Until quite recently, tax practition- 
ers were under the impression that a 
claim for refund was adequate if it 
presented sufficient facts to apprise 
the Commissioner of the grounds up- 
on which the claim was based, so that 
he could intelligently and expedi- 
tiously investigate and pass upon the 
merits of the taxpayer's claim, While 
it was well recognized that a claimant 
could not maintain an action in court 
upon an entirely different and distinct 
eround from that presented to the 
Commissioner, no one thought for a 
moment that the claimant would be 
confined in court to the facts and evi- 
dence submitted to the Commissioner 
prior to rejection of his claim. There 
was ample supporting authority for 
these views. Referring to the Treasury 
regulation quoted in the preceding sec- 
tion, it was said in Snead, Collector 
v. FH. Elmore? 

“This does not mean that the 
claim for refund must have con- 
tained all the evidence or argument 
that is offered in the suit, but it 
must have indicated not only the 
amount claimed but the substantial 


A. 6, 1940), aff'd 314 U. S. 186 (1941); 


Reynolds v. McMurray, 77 F. (2d) 740 (C. C. A. 10, 1935) ; Ferguson v. U. S., 2 F. Supp. 


1012 (Ct. Cls.,. 1933). 


“ Tucker v. Alexander, 273 U. S. 228 (1937). In this leading case on the point stated 
in the text, note that the waiver was expressly stipulated by Government counsel in open 


court. 


* Angelus Milling Co. v. Com’r., 65 S. Ct. 1162. 

* Vica Company v. Com'r., 5 T. C. No. 61 (July 31, 1945). 

* 39 F. (2d) 312 (C. C. A. 5, 1932); see also Paul Jones & Co. v. Lucas, 33 F. (2d) 
907 (D. C., Ky., 1929), Fidelity & Columbia Trust Co. v. Lucas, 7 F. (2d) 146 (D. C., 


Ky., 1925). 
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grounds on which illegality is as- 


serted and the general facts sup- 
porting the grounds, so that they 


may be fully investigated.” 


The faith reposed in this seeming] 
well settled principle was shattered by 
the startling doctrine announced in 
1942 by the Circuit Court of Appeals 
for the Second Circuit in Samara v. 
U. S.,™ that a claimant would be con- 
fined not only to the grounds set forth 
in his claim but also to the facts and 
evidence presented to the Commis- 
sioner prior to rejection of his claim. 

The conclusion reached in the 
Samara case was eminently fair; it is 
the rationale of the decision that is so 
disturbing in its implications. The 
claim in that case demanded a refund 
of processing taxes paid under the 
\gricultural Adjustment Act invali- 
dated by the Supreme Court in 1936.°° 
The claim filed was palpably insufh- 
cient in that it failed to furnish the 
information and margin data required 
by the Treasury Regulations and the 
printed instructions on the form. In 
addition to setting forth the several 
tax payments making up the amount 
claimed, the taxpaver merely alleged 
that he bore the burden of the tax, 
which was nothing more than a legal 
conclusion unsupported by any facts. 

The Commissioner displayed  ex- 
emplary patience with the taxpayer in 
the Samara case. He sent two letters 
to the taxpayer pointing out the in- 
sufficiency of his claim and suggesting 
various types of evidence that the tax- 
should submit to substantiate 


Accountant 


in the District Court for recovery on 
his claim. In approving the dismissal 
of the taxpayer’s suit, the Circuit 
Court stressed the taxpayer’s deliber- 
ate disregard of the Commissioner's 
repeated requests for additional in- 
formation and concluded with the 
observation: 

“There is certainly no hardship in 
applying such ruling in the case at 
bar, for the plaintiff was repeatedly 
warned by the Commissioner's 
letters.” 


Other courts, dealing with the same 
problem posed by the Samara case, 
have reached a diametrically opposite 
conclusion to that enunciated by the 
Circuit Court of Appeals for the Sec- 
ond Circuit. Thus, ten days before 
the Samara case was decided, the Cir- 
cuit Court of Appeals for the Third 
Circuit stated in Bethlehem Baking 
60.0. ai. at 

“While it is the duty of a claim- 
ant to present a formal claim and 
to endeavor by sufficient proof to 
satisfy the Commissioner as to its 
merit, he should not be barred from 
presenting further evidence in sup- 
port of the same claim in a suit for 
refund after rejection by the Com- 
missioner.” 


However, the tide seems to be run- 
ning strongly against the taxpayer. 
The Second Circuit Court has ex- 
pressly disapproved the holding of the 
Third Circuit Court in the Bethlehem 
Baking Co. case, supra, and in 1945 
it dismissed three complaints in tax 
refund The Tax Court has 


sults.”' 


payer : 
his claim. The taxpayer paid no heed elected to follow the rule of the Sec- 
to the Commissioner's letters. There- ond Circuit Court in the Samara case 
after, the Commissioner rejected the and 1945, it dismissed petitions in 
claim and the taxpaver brought suit four cases; three for refunds of pro- 
120 F. (2d) 594 (C. C. A. 2, 1942), rev’ 39 F. Supp. 880. 
>U.S. v. Butler, 297 ’, S. 1 (1936) : 
129 F. (2d) 490 (C Aas: 1942) ; see also Hutzler Bros. v. U. S., 33 F. Supp. 801 
(D. C., Md., 1940); Bul lock’ s, Inc. v. U. S., 43 F. Supp. 861 (D. C., Cal., 1941) ; Ney et al 
J. be F. Supp. se CD: G, Va. i946) : Bricker Baking Co. v. Rothensies et al; 46 
F. Supp. PA cubed eg» 
wy aie F. Hall & Co. Inc. v. U. 148 F. (2d) 274 (C. C. A. 2, 1945); London 
Weatherproofs, Inc. v vt S. 148 F (2d) e441 (GC. ©. Ag 2, 29a5) David Usdan et al, 
Ex'rs v. U. S., F. (2d) A. 2, 1945) 
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cessing taxes,°* and the fourth, an ap- 
plication for relief under Section 722 
of the excess profits tax law.®® In the 
Blum Folding Paper Box Co, case,®° 
the Tax Court declared: 


“The taxpayer may not, as here, 
file a superficial claim, leaving the 
Commissioner in ignorance of the 
possible factual support for the 
claim, and then, after the resulting 
disallowance, come forward for the 
first time with the supporting state- 
ment of facts. That information is 
not a part of the application and 
consideration of it is beyond the 
scope of review by the Tax Court.” 


Of significance, in every one of the 
aforementioned cases in which the 
taxpayer was precluded by the court 
from offering evidence not previously 
submitted to the Commissioner, the 
claim for refund was grossly inade- 
quate and insufficient on its face, or 
the claimant wilfully disregarded the 
Commissioner's repeated requests for 
additional information in support of 
the claim and deliberately withheld 
from the Commissioner information 
essential to a fair consideration of 
the claim on the merits, or the claim- 
ant attempted to introduce evidence 
based on new and different grounds 
than those set forth in the claim for 
refund. 

The last word on the rule of the 
Samara case has not yet been uttered. 
The doctrine is still in its develop- 
mental stage. Thus far the rule has 
been applied in extreme cases where 
the harshness of the result was per- 
haps justified by the glaring insuff- 
ciency of the claims filed and the fla- 
grant disregard by the claimant of the 
Commissioner’s regulations and_ re- 
quests for additional information. In 
cases where the claimant has filed an 





* Athens Roller Mills v. Com’r. T. C. Memo Decision e 
Textile Mills v. Com’r, 5 T. C. 175 (1945) ; Vica Company v. Com’r, 5 T. C. 


informative claim for refund and the 
Commissioner was fully apprised and 
investigated the facts, grounds and 
merits of the claim, it is reasonable to 
expect that the courts will mitigate 
the harshness of the rule. Bounds 
may be set upon the broad sweep of 
the rule with respect to corroboratory 
evidence, with respect to contentions 
and facts presented by the claimant to 
representatives of the Commissioner in 
supplementation of the formal claim 
filed, and with respect to rebuttal evi- 
dence offered by the claimant to ex- 
plain and overcome doubts cast upon 
the claimant’s affirmative case by facts 
and evidence introduced by the Com- 
missioner at the trial. 

This much is quite clear. A claim- 
ant can expect little tenderness or con- 
sideration from the courts unless he 
demonstrates good faith, candor and 
cooperativeness in making available to 
the Commissioner the material facts 
upon which his claim rests. 


Credit of Overpayments Against 
Barred Deficiencies 


General Rule — The Commissioner 
may not credit an overpayment of one 
year against a barred deficiency for 
another vear. This prohibition is con- 
tained right in the law.*! In AM{cEach- 
ern v. Rose,®® the Supreme Court 
said : 

“These provisions preclude the 
government from taking any benefit 
from the taxpayer’s overpayment by 
crediting it against an unpaid tax 
whose collection has been barred by 
limitation.” 


However, the rigidity of the statutory 
rule has been tempered to some extent 
by court decisions which have invoked 
the equitable principles of recoupment 
and estoppel. Important exceptions to 


(Jan. 11, 1945); Cherokee 
(No. 61, 1945). 


°° Blum Folding Paper Box Co. v. Com’r. 4 T. C. 795 (1945). 


© Idem. 


“1, R. C. Sec. 3770 (a) (2) and 3775 (a). 


#302 U.:S. 56, C1937). 
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the general rule indicated above will 


now be ci misidered. 


Overpayment and Deficiency for the 
Sume Taxable Year 
ase of Lewts, et al., Trustees v. Rey- 
nolds,** the Supreme Court held that 
in overpayment may be reduced and 
offset by a barred deficiency asserted 


with respect to the same taxable year 
as to which the taxpayer claims the 


overpayment. The theory of the de- 
cision 1s that before a taxpayer is en- 
titled to a refund, he must establish 
that he has, in fact, overpaid his taxes 
for the taxable vear in question, and 
there can be no overpayment unless 
the amount paid by the taxpayer 
ictually exceeds the amount which 
might have been properly assessed and 
demanded.™ 


However, the rule of the Lewts 
case, supra, does not apply where the 
overpayment and the outlawed de- 
ficiency. relate to different taxable 
vears. Thus, in American Light & 
Traction Co. v. Harrison,® the tax- 
paver failed to report a gain on an 
exchange of stock of one corporation 
for bonds of another in 1928, because 
the Commissioner had erroneously 
held that the exchange was tax-free. 
Upon sale of the bonds in 1933, the 
taxpayer reported a gain. However, 

sued for a refund, claiming that it 
was entitled to a higher basis for the 
honds sold because they were acquired 
in a taxable exchange in 1928. The 
taxpayer’s claim was allowed in full. 
even though the amount of the tax 
which should have been paid in 1928 
was admittedly in excess of the over- 
payment claimed for 1933. Since two 
entirely different taxable vears were 
involved, it was held that the defic- 
iency for the earlier vear barred by 
the statute of limitations could not be 
offset against the overpayment made 
in the later year. 


284 U. S. 281 (1932). 


In the leading 


Overpayment and Deficiency Aris- 
ing from the Same Transaction—The 
principle of equitable recoupment was 
extended by the Supreme Court to sit- 
uations where the same transaction 
gave rise to both an overassessment 
and a deficiency. The leading case 
on the subject is Bull, Ex’r. v. U 
S.°° There, the taxpayer-executor was 
seeking to offset an overpayment of 
estate tax made in 1921, refund of 
which was barred by the statute of 
limitations, against an additional in- 
come tax determined by the Commis- 
sioner against the estate, which was 
paid in 1928. The estate tax overpay- 
ment and the income tax deficiency re- 
sulted from different phases of the 
same transaction, namely, partnership 
profits earned subsequent to the dece- 
dent’s death which were paid over to 
his executor. The Commissioner had 
erroneously included these partner- 
ships profits as part of the decedent's 
gross estate, upon which the executor 
paid an estate tax in 1921, and the 
same partnership profits were the sub- 
ject of the additional income tax as- 
sessed by the Commissioner against 
the estate in 1925 and paid in 1928. 
The Court held that the estate was en- 
titled to recoup the estate tax over- 
payment by wavy of credit against the 
income tax deficiency. even though the 
statute of limitations had barred suit 
on the overpayment. The Court 
pointed out that under the circum- 
stances of the case retention by the 
government of the estate tax overpay- 
ment “was against morality and 


conscience.” 


The principle of the Bull case, 
supra, has been limited in its applica- 
tion to the relief of the identical 
taxpayer. Thus, it has been held that 
an Overpayment of estate tax of the 
deceased husband may not be offset 
against income tax imposed upon the 


* Otis Elevator Co. v. U. S., 36 F. Supp. 328 (Ct. Cls., 1941). 


142 F. (2d) 639 (C. C. A. 7, 1944). 
"eo U ; 247 (1935). 
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wife ;** nor may the taxpayer, as 
trustee of one trust, be credited with 
overpayments made as trustee of other 
separate and distinct trusts.** 

The rule of the Bull case, supra, 
has been applied in favor of the gov- 
ernment as well the taxpayer. Thus, 
the government was permitted to re- 
coup a barred gift tax deficiency 
against an estate tax refund. 

In order to offset an overpayment 
and tax deficiency against each other, 
it is essential that they both arise out 
of substantially the same transaction, 
permitting a redetermination of the 
entire tax liability on the transaction 
as a whole. Otherwise, the rule ap- 
plies that a stale tax deficiency may 
not be used to defeat a good and valid 
claim for refund and, vice versa, an 
outlawed claim for refund mav not 
be used to diminsh a valid tax de- 
ficiency.*° 


Overpayment and Deficiency on the 
Part of Trustee and Beneficiary— 
Finally, a further extension of the 
doctrine of equitable recoupment was 

ide by the Supreme Court in situa- 
tions involving the close relationship 
of trustee and beneficiary. In Stone 
et al, Trustees v. IWhite,"! it was held 
that trustees who had paid a tax on 
income, which should have been paid 
by the beneficiary, were not entitled 
to recover the tax where the govern- 
ment’s claim against the beneficiary 
was barred by the statute of limita- 
tions. Since recovery by the trustees 
would inure to the benefit of the bene- 
ficiary, the Court reasoned that it 
would be unfair to permit the trustees 
to recoup the tax for the account of 
the beneficiary, while the latter 
escaped payment of the tax altogether. 


« 
1 
1) 
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The rule of the Stone case, how- 
ever, does not apply to every instance 
where several taxpayers stand in 
some degree of relationship to each 
other. Thus, recovery was allowed 
to the president of a corporation for 
income tax that he paid on a promis- 
sory note given to him by the corpo- 
ration for salary, where the note was 
determined never to have been  in- 
tended as payment but only as_per- 
manent evidence of the debt, even 
though the government could no 
longer recover any tax from the cor- 
poration by reason of its insolvency 
and the running of the statute of 
limitations.** 


Recoupment Not Allowable in Tax 
Court Proceeding — The Supreme 
Court has ruled that the Tax Court 
does not possess general equity juris- 
diction and is, therefore, impotent 
to entertain a plea of recoupment in- 
volving different taxable vears.*’ The 
facts of the case establish that the 
equities were all with the taxpaver 
and clearly came under the doctrine, 
of Bull v. U. S.. supra. The Com- 
missioner reduced the taxpayer's open- 
ing inventory for the fiscal year 1936 
by $237,000, producing an additional 
tax of about $15,000. Identical ad- 
iactanaen of the closing inventory for 
the fiscal year 1935 shows that the tax- 
paver overpaid 1935 taxes by $8,000: 
however, refund for that vear was 
barred by the statute of limitations. 
The taxpayer asked the Tax Court to 
offset the 1935 overpayment against 
the 1936 deficiency, since both were 
caused by the single act of adjusting 
the selfsame item of inventory. The 
Tax Court ruled that it had no sta- 
tutory authority to allow the offset. 


“Ee aces Adm. vy. Com’r, 90 F. (2d) 14 (C. C. A. 9, 1937). 





* Huntington Nat. Bank, Trustee v. Com’r, 


90 F. (2d) 876 (C. C. A. 6, 1937). 


“Lit et al,, Ex’rs v. U. S., 18 F. Supp. 435 (D. C. Penn. 1937) 


In re Clavton Magazines, Inc., 77 F. 
112 F. 2a) 4.66. €. A. 2 1940). 

* 301 U.S, 532 (1937) 

Com’r v. Gooch Milling 
131 (C. C. A. 8, 1943), which reversed B. T. 


] O 16 


(2d) 852 (C. C. A. 2, 1935); 


Lyeth v. Hoey, 


* Schlemmer v. U. S., 94 F. (2d) 77 (C. C. A. 2, 1938). 
& Elevator Co., 
A. Memo Decision, Dec. 17, 1941. 


338 U. S. 418 (1943), rew’g 133 F. (2d) 
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since the only taxable year before it 
was the proposed deficiency for 1936. 
The Eighth Circuit Court, in a 2-to-1 
decision, reversed the Tax Court, 
holding that the doctrine of equitable 
recoupment was properly applicable to 
a situation such as this. However, the 
Supreme Court ruled that the Tax 
Court was right and the Circuit Court 
wrong. Suppose, instead of seeking 
review by the Tax Court, the tax- 
paver had paid the 1936 tax deficiency 
and then sued for a refund in the 
District Court or the Court of Claims, 
could the federal courts, possessing 
general equity jurisdiction, grant re- 
lief to the taxpayer by way of equit- 
able recoupment ? The Supreme Court 
declared that it was not passing upon 
this question but it may be of signi- 
ficance that the Court referred to its 
decisions in Bull v. U. S. and Stone 
v. White, discussed supra. Because of 
this lack of general equity jurisdic- 
tion, the Tax Court refused to allow 
as recoupment against an income tax 
deficiency an erroneous gift tax pay- 
ment in a prior year, for which a 
claim for refund was barred by the 
statute of limitations.™ Cf. Scarfe Co. 
Com’r.7® 


E-stoppel—Regardless of the doc- 
trine of equitable recoupment, a tax- 
payer may not recover a refund where 
he is estopped by his own conduct. 
Thus, refund was denied to a tax- 
paver where the Commissioner, act- 
ing upon the taxpayer's request, credit- 
ed an over-assessment against a de- 
ficiency for the preceding year, assess- 
ment of which was barred by the 
statute of limitations. The Supreme 
Court held that the statutory pro- 
vision, voiding the credit of over- 


payments against outlawed deficien- 
cies, was no bar unless the credit was 
“made by the Commissioner of his 
own motion without the taxpayer’s ap- 
proval or with approval falling short 
of inducement or request.”"® A simi- 
lar conclusion was reached in another 
case where, pursuant to an agreement 
with the taxpayer, the Commissioner 
credited an overassessment due to the 
taxpayer individually against the tax 
liability of a partnership of which the 
taxpayer was a member.”? 


Conditions Precedent to Suit for 
Tax Refund 


In general, there are five principal 
conditions affecting the taxpayer’s 
right to maintain an action in court 
for the recovery of taxes erroneously 
paid or illegally collected. Briefly 
stated, they are: 

(1) The tax must have been paid. 
This requirement is obvious, for there 
can be no overpayment if no tax was 
paid. However, full payment of the total 
tax liability shown on the taxpayer’s 
return or of the entire amount asses- 
sed by the Commissioner is not a con- 
dition precedent to suit. The tax- 
payer may sue to recover the portion 
of the tax actually paid. The suit 
may be maintained whether or not the 
tax has been paid under protest or 
duress.*® 

(2) A valid and timely claim for 
refund must have been filed. This 
is an absolute and indispensable pre- 
requisite to an action in court for 
refund of taxes.*? 

(3) The suit must be instituted 
within the prescribed statutory period. 
I.R.C. Section 3772(a) provides: 


** Robert G. Elbert v. Com’r, 2 T. C. 892 (1943). 


*°47 B. T. A. 964 (1942). 


“© R. H. Stearns v. U. S., 291 U. S. 54 (1934). 


*™ Daube v. U. S., 289 U. S. 367 (1933). 


* Coates v. U. S.,, 111 F. (2d) 609 (C. C. A. 2, 1940); Sirian Lamp Co. v. Manning, 
a 


123 F. (2d) 776 (C. C. A. 3, 1941). 
Sr Av dks Gy eC. o47e (Cb). 
Ash. Ge. meen arie (a): (1). 


U. S. v. Felt & Tarrant Mfg. Co., 283 U. 


Shaeffer, 130 F. (2d) 221 (C. C. A. 6, 1943). 
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S. 269 (1931); Dixie Margarine Co. v. 
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Important Aspects of Refund Claims and Suits for Refund 


(a) Suit may not be commenced 
before the expiration of six 
months from the date of filing 
of a claim for refund unless 
the Commissioner renders a de- 
cision within that time. 


(b) No suit may be commenced 
after the expiration of two 
years from the date of mailing 
by registered mail by the Com- 
missioner to the taxpayer of a 
notice of the disallowance of 
the part of the claim to which 
such suit or proceeding relates. 

(c) Reconsideration of the claim or 
any other action taken by the 
Commissioner after the mailing 
of the notice of disallowance 
does not extend the time for 
bringing suit. 


The importance of strictly observing 
the two-year period of limitation for 
the commencement of suit cannot be 
stressed too strongly. In one case, 
the taxpayer filed suit “one day too 
late’ because the preceding day fell 
on a Sunday, and his complaint was 
dismissed.*? 

(4) The suit must be maintained 
on the grounds stated in the claim 
for refund. Recovery will be denied 
if new or different grounds are urged 
at the trial. In one case, ** which is 
illustrative, the taxpayer’s claim for 
refund was based on the ground that 
it was entitled to an allowance for 
obsolescence. At the trial, it sought 
to recover on the theory that it sus- 
tained a loss resulting from abandon- 
ment of the property. The Supreme 
Court ruled that in the absence of a 
waiver by the government or a proper 
amendment of the claim, the “‘peti- 
tioner is precluded in this suit from 
resting its claim on another ground.” 

(5) Finally, the suit must rest on 


the facts and evidence presented to 
the Commissioner prior to the rejec- 
tion of the claim for refund. In 
Samara v. U.S.“ the court precluded 
the taxpayer from offering evidence 
as to facts not set forth in his claim 
and dismissed his complaint, reason- 
ing that he could not possibly succeed 
if his proof was limited to the facts 
stated in his claim. 


Types of Action 


In general, there are four kinds of 
action which may be brought for the 
recovery of taxes erroneously assessed 
and collected, viz :- 

(1) An action in the District Court 
against the collector who wrongfully 
exacted the tax. 

(2) An action against the United 
States prosecuted either in the Dis- 
trict Court or the Court of Claims, 
under the specific authority and juris- 
diction conferred on these courts by 
statute. 

(3) An action against the United 
States upon an account stated, which 
may be brought only in the Court of 
Claims. 

(4) A proceeding in the Tax Court 
for the determination of an overpay- 
ment, where such proceeding involves 
a contested tax deficiency proposed by 
the Commissioner for the same taxable 
year. 

These remedies are not cumulative. 
A claimant must make an election as 
to whether he should sue the collector 
who received the tax or the United 
States as well as the court in which to 
bring the action. He cannot join both 
the collector and the United States as 
parties-defendant in the same action.*° 
Nor may suits on the same claim be 
prosecuted simultaneously in the Court 
of Claims and in the District Court.%® 


* Ferd Mulhens, Inc. v. Higgins, 55 F. Supp. 42 (D. C., N. Y., 1943). 


* Real Estate-Land Title & Trust Co. v. U. S., 309 U. S. 13 (1940). 
“Cited as Note No. 54, supra; see also cases cited at Notes Nos. 57, 58 and 59, supra. 
°T. D. 3910, V-2 C. B. 104 (1926); Ohio Locomotive Crane Co. vy. Denman, 73 F. 


(2d) 408 (C. C. A. 6, 1934). 


*¢ Judicial Code, Sec. 154, 28 U. S. C. A. §260; New Jersey Worsted Mills v. U. S., 


9 F. Supp. 605 (Ct. Cls., 1935). 
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An action against the Collector cannot 
be amended to substitute the United 
States as the defendant, afer the statute 
ot limitations has barred an action 
against the United States, even where 
the claim is reduced to $10,000.00.*' 

\ suit may not be brought against 
the collector in the District Court, after 
the Court of Claims has dismissed a 
suit against the United States on the 
same issue.*> The decision in that case 
was based on the principle of res ad- 
judicata. Ina converse situation, how- 
ever, the Supreme Court held that a 
judgment against the collector did not 
har a subsequent action against the 
United States for an additional refund 
for the same taxable yvear.*® To remedy 
this situation, Congress, in 1942, 
amended the Internal Revenue Code, 
making an adjudication against a col- 
lector or his personal representative 
res adjudicata with respect to all suits 
instituted after June 15, 1942 in the 
lederal Courts as well as the Tax 
Court. 


Factors Affecting Choice of Court 


Under the statutory provisions ap- 
plicable to refund suits, the taxpayer is 
given a certain amount of leeway in 
selecting the court in which to bring 
his action as well as the defendant 
against whom he wishes to proceed. 
The choice will depend upon an ap- 
praisal of the advantages and disad- 
vantages of the factors outlined below 
in relation to the taxpayer’s particular 
circumstances : 

(1) Ouick Trial—In view of the 
congested trial calendars in many Dis- 
trict Courts, a case can usually be 
reached more quickly in the Court of 
Claims where, after joinder of issue, 
it is immediately referred to a commis- 
sioner to take testimony and make find- 
ings of facts. 

(2) Jury Trial—The right to have a 
case trial by a jury can be availed of 


only in an action brought against the 
collector in the District Court. Where 
the United States is named as the de- 
fendant in a District Court action, the 
statute specifically provides that the 
case “‘shall be tried without a jury.” 
In actions before the Court of Claims, 
there is no such thing as a trial by a 
jury; as a rule, the testimony is heard 
by a commissioner or taken on deposi- 
tion. 


(3) Proximity of the Court—-The 
convenient location of the court is a 
factor that may influence the ultimate 
decision. A District Court action 
against the collector must be brought 
in the district where the collector re- 
sides at the time the action is com- 
menced. On the other hand, if the 
United States is named as the defend- 
ant, the action must be brought in the 
district in which the plaintiff resides. 
In suits before the Court of Claims, 
the petition must be filed in Washing- 
ton. Testimony taken before a com- 
missioner of the Court of Claims can 
be taken at any place desired by the 
parties, while testimony in a District 
Court case is usually taken in court. 

(4) Hearing of Testimony — In 
cases pending before the Court of 
Claims, the testimony is usually taken 
before a commissioner who makes his 
report to the court; the court itself 
does not see the witnesses or hear the 
evidence. On the other hand, in a Dis- 
trict Court action, all the testimony is 
heard by the judge and jury (if there 
is a jury) and the court is, therefore, 
in a position to weigh the credibility of 
the witnesses and evaluate the evidence 
first-hand. 


(5) Decision Trends—In some in- 
stances, the choice of the tribunal may 
be influenced by the trend of decisions 
in the various courts. For example, 
in the family partnership cases, some 
of the District Court decisions indi- 


* Hammond-Knowlton v. U. S., 121 F. (2d) 192 (C. C. A. 2, 1941 cee. , a 
* Second National Bank of Saginaw v. Woodworth, 66 F. (2d) 170 (C. C. A. 6, 1933). 
*° US. v. Nunnally Investment Co., 316 U. S. 258 (1942) 
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Sec. 3772 (d) added by Rev. Act of 1942, Sec. 503. 
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Important Aspects of Refund Claims and Suits for Refund 


cated a more liberal trend than those 
of the Tax Court. If a taxpayer wishes 
to offset an outlawed overpayment for 
one year against a tax deficiency for 
another year, both arising from differ- 
ent phases of the same transaction, it 
will be advisable for him to sue in the 
District Court or the Court of Claim, 
rather than in the Tax Court which 
lacks the equity jurisdiction to enter- 
tain the plea of equitable recoupment.*? 


(6) Refund Proceedings in the Tax 
Court—The Tax Court is the only 
court in which a taxpayer confronted 
with a proposed deficiency may contest 
the deficiency and ask the court to 
find an overpayment in his favor. In 
tax refund suits brought in the other 
Federal courts, the rule is that the tax- 
payer must first pay the contested tax 
and sue for a refund later. However, 
the jurisdiction of the Tax Court is 
strictly limited to cases involving a pro- 
posed deficiency and its determination 
of an overpayment is confined to the 
taxable year or years covered by the 
statutory notice of deficiency. 


(7) Appellate Review—The avail- 
ability of an appeal from an adverse 
decision of the Trial Court is an im- 
portant factor to be taken into consid- 
eration. Under the present law, a de- 
cision of the Court of Claims is final 
and conclusive, except that the ag- 
grieved party has the right of petition- 
ing the Supreme Court for review on 
certiorari. However, applications for 
review to the Supreme Court are spar- 
ingly granted unless the case involves 
important questions of law or there is 
a conflict in the decisions of the lower 
courts. On the other hand, a decision 
of a District Court or of the Tax 
Court may be reviewed as a matter of 
right by the Circuit Court of Appeals 
and the latter’s decision may, in turn, 
be reviewed by the Supreme Court on 
a writ of certiorari in the same manner 


* See page, supra. 
*® Dobson v. Com’r., 320 U. S. 489 (1943) 
“28U. S.C, A. $42 65) 
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as a decision of the Court of Claims. 
However, the scope of review by the 
Circuit Courts of Appeals has been 
drastically circumscribed by the de- 
cision of the Supreme Court in the 
Dobson case.” 


In addition to the foregoing factors, 
there are those imponderables of per- 
sonal predilection, such as the natural 
preference of an attorney for the court 
in which he appears more frequently 
and with whose rules of practice, pro- 
cedure and evidence he is more 
familiar. 


Jurisdiction of The Various Federal 
Courts 


A claimant may institute suit for the 
recovery of taxes illegally or errone- 
ously paid in the District Court, in the 
Court of Claims or in the Tax Court 
of the United States, provided certain 
statutory conditions precedent for the 
filing of suit have been fulfilled. In 
certain instances, the claimant is con- 
fined to one forum; at other times, he 
is given a choice of several courts in 
which to bring his suit for refund. The 
following outline shows the jurisdic- 
tion of the different Federal courts 
over refund suits, when such jurisdic- 
tion is exclusive or concurrent, whether 
the suit must be brought against the 
collector or the United States, and the 
amount of the claim over which the 
court has jurisdiction under the various 
conditions indicated: 


I. EXCLUSIVE JURISDICTION 
(A) DISTRICT COURT only: 
(1) Defendant — Collector to 
whom tax was paid, 
whether he is still in office, 
or has resigned, or if he 
be dead, his personal rep- 
resentative. 
Amount—N o limitation 
as to amount of claim. 
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fore the Tax Court on a 
petition to redetermine a 
deficiency and the peti- 
tioner claims an overpay- 
ment of tax for the tax- 
able year involved. 


(B) COURT OF CLAIMS only :* 
(1) Defendant — United 
States. 
(2) Amount—No limitation 
as to amount of claim. 
(C) TAX COURT only :% 
(1) Defendant —Com mis- 
sionerof Internal 
Revenue. 
(2) Conditions — Only if the 
preceding is properly be- 
IT. CONCURRENT JURISDICTION * 
) Defendant—United States. 


(3) Amount—Overpayment may be 
determined only for the 
taxable years with respect 
to which a deficiency is 
contested. 


(1 
(2) Conditions: 
(a) If the claim is less than $10,000 (regardless of 
whether or not the collector is living or in 


Either 
DISTRICT COURT 








or office) ; 
COURT OF OR 
CLAIMS (b 


If the claim exceeds $10,000, then only if the 


collector is dead or not in office at the time suit 
is commenced. 


Suits Against the Collector 


A suit for refund of internal rev- 
enue taxes, regardless of the amount of 
the claim, may be brought in the Dis- 
trict Court against the collector who 
collected the tax, whether he is still 
in office or has resigned, and if he has 
died, the suit may be maintained 
against his personal representative.* 

The right to sue a collector for an 
unjusified collection was given at com- 
mon law®S and is expressly recognized 
by statute.°® A suit against the col- 
lector is personal in nature. It is 
founded upon the common law action 
of indebitatus assumpsit and is anal- 
agous to an action for money had and 
received.? 


£6 U. 9. C. A, $250 
>» 
€ 


I. R. : 
“23 U.S. GAs $41 (20) 
8 U.S.C. A. § 41 (5) 
all 6 eS pe 
Pe, 8:4. A. §81 (5) 


3eing personal in nature, the suit 
must be maintained against the collec- 
tor who actually received the tax, or if 
he died, against his personal represen- 
tative. Thus, an action will not lie 
against his successor in office.?® If 
taxes for different years were paid to 
different collectors, the taxpayer can- 
not recover the entire amount of such 
taxes from any one of the collectors.* 
If taxes for any given year were paid 
to two different collectors, a separate 
refund suit may be maintained against 
each collector.’ 

A collector who credits an overpay- 
ment against an outlawed tax liability 
for a prior year in effect collects the 
tax and can be sued for a refund.’ 


sec. § 322 (d), 912 and 1027 (d) 


‘mery, Bird, Thayer Realty Co., 237 U. S. 28 (1915) 


U.S. v. Nunnally Investment Co., 316 U. S. 258 (1942); Sage et al. v. U. S., 250 
U. S. 33 (1919); Gans Steamship Line v. Bowers, 82 F. (2d) 181 (C. C. A. 2, 1936) 
 Smietanka v. Indiana Steel Co., 257 U. S. 1 (1921); Union Trust Co. et al. v. 


Wardell, 258 U. S. 537 (1922) 


* Coffey et al. v. Exchange Bank of Lenox, 296 Fed. 811 (C. C. A. 8, 1924) 


8 U. S. v. Kales, 314 U. S. 186 (1941) 


‘Graham et al. v. Goodcell, 282 U. S. 409 (1931) 
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Important Aspects of Refund Claims and Suits for Refund 


However, where a collector credited an 
overpayment against a barred defic- 
iency pursuant to the Commissioner’s 
instructions and the credit had not been 
finally approved and certified to by the 
Commissioner, suit against the collec- 
tor was dismissed as the bookkeeping 
entry made by the collector was not 
considered the equivalent of collection 
of the tax.’ 


A District Court action against the 
collector must be brought in the dis- 
trict where the collector resides at the 
times of the commencement of the ac- 
tion.1°° This rule applies whether the 
collector is still in office or not and re- 
gardless of the fact that the tax may 
have been paid in some other district. 


Despite the technical distinctions be- 
tween a suit against the collector and 
a suit against the United States, the 
real party in interest is the govern- 
ment. The collector’s defense is con- 
ducted by a United States attorney.” 
Upon certification by the court that 
there was probable cause for the act 
done by the collector or that he acted 
under directions of the Secretary of the 
Treasury or other proper officers of 
the government, no execution may be 
issued against the collector.1° In the 
end, the judgment recovered by the 
taxpayer is paid by an appropriation 
from the Treasury.’ 


Although the statutes have for most 
practical purposes reduced the personal 
liability of the collector to a fiction, at 
least one point of distinction still re- 
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mains intact—the right to a jury trial, 
which is available only in a suit against 
the collector, but not against the 
United States.?”° 


Suits Against the United States 

The United States as a sovereign 
cannot be sued unless it consents there- 
to.41_ As previously shown, Congress, 
by various statutory enactments, has 
specifically granted this right to sue the 
government for refund of taxes er- 
roneously paid or illegally collected. 
However, no suit may be maintained 
against the government unless there is 
meticulous compliance with the terms 
of the statute and, in the absence of 
waiver, with the conditions imposed by 
the Treasury Department under the 
rule-making power delegated to it by 
Congress.1"? 

In the Court of Claims, there is no 
limitation upon the amount of the claim 
for which the United States may be 
sued.443 In the District Court, how- 
ever, no action may be maintained 
against the United States upon a claim 
in excess of $10,000, if the Collector 
who received the tax is alive or in 
office ; otherwise, there is no limitation 
on the amount.’™ 

As a defendant in a refund suit, the 
United States is bound by the same 
rules of practice and procedure as any 
private litigant and does not enjoy any 
special privileges by reason of its sov- 
ereign character.?° 

In a refund suit against the United 
States, the collector who received the 


ine v. Bowers, cited at Note No. 100, supra. 


= ‘United States v. Kales, cited at Note No. 103, supra. 


™U. S. v. Sherwood, 
Brainard v. Hubbard, 79 U. S. 1. 


312 U. S. 584 (1941); Hastings v. Herold, 184 Fed. 759; 


™ Angelus Milling Co. v. Com’r, 65 S. Ct. 1162 (1945) and cases there cited. 


23:0; S.C. A. S250. 

“25 U.S. €. A. $41 (20) 

"Tn re Minot Auto Co., Inc., 
In re Anderson, 

>. A. 8, 1926). 
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United States v. Hines, 298 Fed. 583 (C. C. A. 8, 1924); 
279 Fed. 525 (C. C. A. 2, 1922); U. S. v. Bernstein, 16 F. (2d) 233 
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tax may not be joined as a defend- on the Government's promise to pay 
ant.1'° An action upon an account implied in a certificate of overassess- 
stated resulting from a certificate of ment made and delivered by the Com- 
overassessment can only be brought missioner to the taxpayer.'** Generally, 
against the United States." an “account stated” is said to exist 
where a fixed sum is admitted by one 
party to be due to the other, and there 
is a promise, express or implied, for 
the payment of such amount, and the 
other party assents to the statement of 
the account.’” 


It a refund suit is instituted against 
the United States in the District Court, 
the action must be brought in the dis- 
trict where the taxpayer resides at the 
time of commencement of such ac- 
tion.'® A refund suit in the Court of 


Claims is initiated by the filing of a T of ; : 
sKa> - : > chiet advantage otf an action 

etition with the clerk of the Court i che cect atrentage - ; 
i ie Se ee OF ne ourt i based on an account stated is that the 
ac} fon 1 4 ° a “ . . ° : La 
ashington. suit may be brought within six years 


\ suit against the United States de- after the cause of action has ac- 
prives the taxpayer of the right to a crued,’ which is the date of delivery 
of the certificate of overassessment.?*° 
. cee _. . . A claim for refund is not required in 

‘\n alien cannot maintain a suit for 45 action on an account stated, since it 
refund: in the Court of Claims anless «. os» uit for 0 tan volun 
he establishes that a reciprocal right of 
action is accorded to American citizens Since this type of action is necessarily 
by his government.'?? This limitation, against the United States, suit may be 
however, does not apply with reference brought either in the Court of Claims 
to suits against the collector. or the District Court if the amount in- 
volved is $10,000 or less, and must be 
brought in the Court of Claims if in 
excess of that amount. 


trial by jury.!?° 


Suit Upon an Account Stated 
To escape the bar of the two-year 
statute of limitations applicable to the The principal obstacle to recovery in 
ordinary tax refund suit, taxpayers this type of action has been the tax- 
have, in many instances, sought to re- payer’s inability to establish that the 
cover overpayments of taxes by bring- statement of account rendered was un- 
ing suit upon an account stated. In_ conditional, definitive and final, thus 
the ordinary tax refund suit, the tax- giving rise to an absolute promise of 
payer's cause of action is predicated on payment by the government of the bal- 
the theory that the taxes in dispute ance shown by the account. Generally, 
were erroneously and illegally assessed the certificate of overassessment pre- 
and collected. In an action upon an pared by the Commissioner has been 
account stated, recovery is sought up- held to evidence the promise of pay- 
*Stark et al. v. U. S.,, 14 F. (2d) 616 (D. C., Ohio, 1926, rev’d on another ‘point 
32 F. (2d) 453 (C. C. A. 6, 1929; Ohio Locomotive Crane Co. v. Denman, 73 F. (2d) 
1408 (C. C. A. 6, 1934) 


* Mose S et < il. We U. , 61 F. 2d) 791 "(oF C. A. 2. 1932). 
ee OG A § 762. 
28 0.05, CA; §:200. 
26 U, 5. CA. 841 (20). 
Pete Ws Os CAS Seok Alticbolaget Imo-Industri v. U. S.—F. Supp.— (Ct. Cls., 1944). 


mJ Sv. A. S. Kreider Co., 313 U. S. 443 (1941); Wm. J. Briday & Co. v. U. S., 
61 F. (2d) 370 (1932) 
? Shiples Construction & Supply Co., v. U. S., 7 F. Supp. 492 (Ct. Cls., 1934) 
Judicial Code § 156 
*5 Bonwit Teller & Co. v. U. S., 283 U. S. 258 (1931) ; Daube v. U. S. 289 U. S. 367 
(1933) ; Wm. J. Friday & Co. v. U. S., cited at Note No. 122 supra. 
*Wm. J. Friday & Co. v. U. S., cited at Note No. 122 supra. 


66 January 





a ee ee a ay 


aie 


7 in 
Ax- 
the 
un- 
Aus 


al- 
lly, 
re- 
een 
ay- 


int 
2d) 


367 





Important Aspects of Refund Claims and Suits for Refund 


ment requisite for recovery.*** How- 
ever, an exchange of correspondence 
between the Commissioner and _ the 
taxpayer may be sufficient to spell out 
the account stated and the implied 
promise to the pay the balance shown 
by such account.?** The Commission- 
er’s determination of an overassess- 
ment, the preparation of a certificate of 
overassessment to that effect and the 
sending of a telegram to the taxpayer 
directing her to file a claim for refund 
were held not to constitute an “account 
stated’’ but merely advice for the pro- 
tection of her rights in case it should 
eventually be found she was entitled to 
the refund.??® Similarly, a letter from 
the Commissioner to the taxpayer in 
which he admitted an overassessment 
of tax, followed by another letter to 
the effect that the matter was still 
under consideration, was held not to 
create an account stated.'*° 

[tf the statement of account is pro- 
visional, tentative and lacking in final- 
itv, it will not serve as a basis for an 
action on an account stated. Thus, 
recovery was denied where the certifi- 





cate of overassessment had not been de- 
livered to the taxpayer, even though 
the Commissioner had signed the 
schedule of refunds and overassess- 
ments and had forewarded it to the 
collector together with the check for 
the amount of the overassessment in 
favor of the taxpayer.**! Where the 
amount shown in a certificate of over- 
assessment was credited against unpaid 
taxes for other years, it was held that 
there was no implied promise to refund 
the entire amount of the overassess- 
ment but only the balance due after off- 
setting the prior years’ deficiencies.?%? 
In suing upon an account stated based 
on a certificate of overassessment, a 
taxpayer may not select the credit 
items in his favor and ignore the debit 
items which are against him.?** 

Where the taxpayer cannot sustain 
his cause of action on the theory of an 
account stated, he is bound by the two- 
vear period of limitation applicable to 
tax refund suits and by the other con- 
ditions precedent applicable to such 
suits, such as the filing of a timely and 
valid claim for refund.?** 


* Bonwit Teller & Co. v. U. S., cited at Note No. 125 supra. 
_ ™ Shipley Construction & Supply Co. v. U. S., cited at Note No. 123 supra; Midpoint 
Realty Co. v. U. S., 42 F. Supp. 76 (Ct. Cls., 1941). 


“* \farshall v. U. S., 26 F. Supp. 474 (1939) 


* Schubring v. U. S., 46 F. Supp. 1006 (Ct. Cls. 1942) 

*? Daube v. U. S. cited at Note No. 125 supra. 

% R.H. Stearns Co. v. U. S., 291 U. S. 54 (1934) 

*8 Brooks-Scanlon Corporation v. U. S., 31 F. Supp. 151 (Ct. Cls., 1940) 
™ U.S. v. A. S. Kreider Co., cited at Note No. 122 supra. 
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I] Pensoroso (with apologies to John Milton) 


By Tuomas W. 


eS the recent political cam- 
paign, a metropolitan newspaper 
nrinted a biographical series of the 
candidates running for the top local 
offices. The article lauding an aspir- 
ant for reelection to the Comptroller- 
ship of the city contained the fol- 
lowing statement: “HE IS JUST 
THE OPPOSITE OF THE DRIED 
STICK OF AN ACCOUNTANT 
ONE MIGHT IMAGINE. ...” That 
is one journalist’s idea of what ac- 
countants are, and sad to relate he 
is not alone in that opinion. 

Why is it that many public ac- 
countants, and particularly principals, 
vo about solemn-visaged and seem- 
ingly bearing the weight of the world 
on their shoulders? One might say 
that the accountant’s responsibilities 
do not make tor light-heartedness and 
a carefree attitude. Granted that 
theirs is a serious calling which re- 
quires deep preparation for, and con- 
stant alertness in the careful perform- 
ance of, engagements. But other pro- 
fessionals also are obliged to keep 
abreast of changes in laws and operat- 
ing techniques, and yet they are able 
to give sincere service without. sac- 
rificing a pleasing mien. <A physician 
whose bedside manner is dolorous and 
whose daily au revoir to a very ill 
patient is “We are hoping for the 
best” would be a poor morale builder 
and would not gain in popularity. A 
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lawyer who, by always referring to 
the uncertainty of jury reactions, 
would constantly advise settlement 
rather than litigation of good causes, 
would rarely achieve eminence in his 
profession. Optimism and cheerful- 
ness are assets in all walks of life. 
The reason public accountants have 
risen in public esteem despite their 
glum behavior, is because of the val- 
uable services they have rendered in a 
period of rapid and complicated 
changes. 

A defense may possibly be asserted 
for the demeanor of the harassed 
public accountants of the fairly recent 
past, but it will not hold true for the 
practitioners of the future. In a great 
many cases the selection of a vocation 
by the elders was accidental. A new 
field of endeavor was opened in the 
early years of the 20th century and 
ambitious young persons, finding the 
other professions crowded, flocked to 
public accounting regardless of per- 
sonal aptitude. At that time little or 
no technical preparation was available 
and in fact very slight attention was 
given to previous education. Which 
meant the sternest kind of application 
by the sincere to the work in hand, 
supplemented by study far into every 
night and weekend of whatever ma- 
terial could be found pertaining to 


commerce, accounts, finance, and com-, 


mercial law. There was no time left 
for social intercourse, or cultural or 
recreational diversions. This narrow 
restriction to business facts and fig- 
ures undoubtedly left its dour mark 
on the dispositions of the accountants 
of the early 1900's who probably are 
those whom the journalist quoted 
above had in mind. 

However, no such case can be pre- 
sented for persons now contemplating 
entrance into the profession. They 
possess decided advantages over the 
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pioneers and the latter’s immediate 
followers. Aptitude tests are avail- 
able and tor the successful hurdlers 
of these, standardized pre-professional 
requirements have been established in 
the various States. The tendency here 
is toward the completion of a four 
vear college education and it is in 
these undergraduate years that stu- 
dents should among other things, 
learn to mingle pleasantly with others 
and to cultivate cheerful dispositions. 
During this period also, programs of 
studies may be arranged to permit 
the development and enjoyment of 
cultural leanings and outdoor activi- 
ties, all of which tend toward happier 
human contacts. Thus, the wav of 
future practitioners has been eased to 
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the extent that they will be partly 
trained for their chosen career before 
accepting employment, hence can plan 
to devote some of their future leisure 
hours to the arts and the social past- 
times which will make for more con- 
genial accountants. 

The acquaintance with the more 
meaningful things of life and the 
broadening influence of participation 
in the other campus activities will, in 
this scribe’s humble opinion, do much 
to brighten the future public account- 
ant’s general approach to things mun- 
dane. and, by enabling him to say 
with Milton ‘Hence, loathed Melan- 
choly,” make him a much more ac- 
ceptable member of the human family. 
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